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CHAPTER I 
.INTRODUCTION 
A. Statement of Problem~ There are many 
approaches to the concept of income. The views with 
which this paper is chiefly concerned and with which 
most accountants are concerned are those of economists~ 
governmental agencies~ businessmen~ practicing accountants~ 
and accounting theorists. The objectives of these groups 
do not coincide with each other; hence the differing eon-
elusions as to what income is. The function of accounting 
for income is peculiarly situated in the center of the 
controversy and is influenced considerably from all sides. 
The motivating force behind business 1s 'the 
desire for profit. Recognizing this fact and ass~ng 
there 1s a profit during a given year~ it becomes ·obvious 
that the income for this going concern must be determined 
in some adequate manner. One might well ask at this point~ 
"If this objective is a common one, what is the problem in 
accounting for income? .. 
The problem is a multiple one. First of all, the 
fact must be recognized that the practicing accountant is 
only the technician who measures income for an enterprise 
or who stamps his approval or his disapproval on the 
measurement of income compiled by his elient. Assuming 
; 
that he maintains complete independence, he nevertheless 
is cognizant of the viewpoint and peculiar needs of the 
business organization, and he knows that a company's 
statement of operations will not be unfavorable if this 
is not an absolute necessity. The accounting methods 
employed may not be suitable in the eyes of the govern-
ment and, therefore, net income may have to be determined 
in more than one way. On the other hand, although a 
company's report may confor.m with acceptable tax methods, 
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it is very likely that these methods will not be the most 
acceptable to the accountant. Government regulations 
sometimes make it good business to practice bad accounting. 
Accounting theorists develop sound arguments for the positions 
they take in regard to accounting for net income, but often 
the men in the field must act contrary to sound accounting 
theories because in actual experience these are not practical. 
OUr next problem is the fact that, of necessity, 
accounting for income is based partially on estimates and 
judgments. The true profit of an enterprise is not known 
until the termination of activity and the liquidation of 
the business. In order to measure the income of a going 
concern, estimates must be made of asset values and the 
effect of numerous transactions. Some degree of error is 
inescapable, at least under present accounting methods, 
and this means that net income is at best an approximation. 
Furthermore, the complexity of transactions and the 
innumerable types of incident whiCh are encountered in 
the business world do not lend themselves readily to the 
.formulation of rules of procedure. Accounting often 
recognizes several alternative methods or recording an 
item and can insist only that it be handled consistently 
from year to year. The method adopted usually reflects 
one's definition of income or net income. 
These problema are all reflected in statement 
presentation. If a corporation is listed on a stock 
exchange, it must conform to regulations of the Securities 
and Exchange Commission. One important consideration is 
the purpose of the report. Management, shareholders, 
prospective investors, creditors, and others have different 
needs and varying degrees of technical knowledge. The 
accountant must determine how much information is to be 
included in the income statement and in what form it is 
to be fresented. In a sense, this issue embodies all of 
the other problems combined. 
B. Significance of Problem. The increasing 
emphasis laid on the income statement as the most signifi-
cant accounting report and the resulting shift away from 
the balance sheet is one of the most important accounting 
developmen~of this century. The progress of an enter-
prise is no longer considered as being a series of 
5 
positions but as a continuous stream of activity.* The 
recognition of this principle leads one to realize that 
determination of income for a given period is a difficult 
task. We recognize that the sale of an article may result 
in income. yet it is not poo sible to determine what the 
net income is exactly from any one transaction. The 
results. measured in periodic reports. must of necessity 
be based on estimates and judgments. This unhappy situation 
leaves room for infinite variations in the result and leads 
one to question the accuracy and importance ot the figure 
presented as net income. Obviously. one ot the main 
objectives of accountants today is to improve present 
practices wherever and whenever practicable. One form of 
improvement has been the adoption from time to t t.ime of 
generally accepted principles to be used as guides for 
accountants. Quite often it has been necessary to recognize 
alternatives to these rules. The major emphasis is laid 
on the requirement that any method wnich is pursued must 
be applied consistently. 
We can understand that• even if everyone agreed 
on what net income is. it would nevertheless be an im-
possibility to record it exactly for a going concern. If 
the determination of income is an important function. it 
*7• PP• 95-loo. 
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seems very significant that there exist today many differing 
opinions as to what income is. How can the net income 
figure on a corporate statement of operations be signifi-
cant if business., government, and accountancy cannot agree 
as to what is to be measured in the first place? Accountants 
cannot agree even among themselves and the theorists find 
it harder than the practicing accountants to conform to 
ideas that experience has proved necessary. 
There has beeneonsiderable academic discussion 
in recent years as to the form of re port best suited to 
the presentat i on of periodic operatin.g _results. It is 
significant that the manner of Iresentation often depends 
on the type of individual for whom it is being prepared. 
One can readily Understand that certain figures may be of 
~e importance to management than to stockholders, but 
this does not justify reports that differ as to the f i nal 
results. To arrive at one figure of net income for tax 
purposes and to ~esent an entirely different one for 
shareholders hardly seems to be consistent. 
C. Review of Work Done bz. Others~ .. . .A~ counting 
ror income being such an important function, there has 
been a wealth of material written dealing with this subject 
as a whole or dealing with various aspects of this subject. 
The greatest source of this writing is . found in various 
periodicals such as The Harvard Business Review .. ~nd those 
of the accounting societies. 
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Some of the most significant work has come from 
the Study Group on Business Income formed under the auspices 
of the American Institute of Accountants. The Research 
Bulletins of the A.I.A. Committee on Accounting Procedure 
have helped clarify many issues dealing with the measure-
ment of income and have established working principles to 
be followed by accountants. This work by the A.I.A. repre-
sents an attempt by professional accountants. to act as a 
8 
body in. formulating concepts of income. Both groups mentioned 
as working under the A.I.A. found it impossible to arrive at 
unanimous conclusions and, consequently, dissents have 
been published along with the majority opinions. This 
indicates that the A.I.A. is not satisfied with adopting 
principles just for the sake of clarity and that it con-
tinues to study the situation with an open mind while 
constantly seeking improvement. 
Undoubtedly, many ideas that have been pro-
fessionally adopted, and some that will be recognised in 
the future, have found voice in the Accountina Review and 
the Journal of Accountancy. The major contributions in 
books and the above named periodicals have been made in the 
past twenty or thirty years. Over this period, a certain 
few men have dominated the field of financial accounting 
literature and their books and articles will be referred to 
frequently in this discussion. These men have not only 
presented their work in a most scholarly way, but their 
thinking has been ahead of other accountants and has served 
to point the way to the development of better accounting 
methods. 
D. Method of AJ2.J2rOach;~ . ~ developing a subject 
such as this one, it seems wise to start by giving a history 
of financial accounting. Incorporated in this review 
will be some of the major influences on our system that 
have come from Great Britain. The history will be .brought 
up to date by highlighting the rapid advances made in this 
country during the twentieth century. 
A discussion of the many concepts of income that 
affect accounting today will come next. This will help to 
emphasize to the reader the lack of community of thought as 
regards income, and the futility of attempting to develop 
any further the methods of accounting for net income until 
a common definition of the word has been established. 
After this,some specific problems encountered 
in the determination of periodic net income will be con-
sidered. These will help to illustrate the magnitude and 
complexity of the situation. For the purposes of this paper, 
it is assumed that the figure being measured is the income 
or excess of revenue over Charges for a specific period 
rather than the figure which represents the profit of an 
9 
enterprise during its entire life. The period is assumed 
to be limited to one year unless otherwise specified. 
Finally. the author will attack the heart of the 
matter. as he sees it. and will attempt to suggest possible 
methods of improvement. 
10 
CHAPTER II 
HISTORICAL DEVELOPMENT OF INCOME ACCOUNTING 
A. Earlz Foundations of the Income Statement. 
1. Italian Bookkee:e_ins Methods.. . Dl;l.ring the Renaissance 1 
Italy was the nation which led the rest of Europe not 
only in the arts but also in commerce and in accounting. 
As early as the eleventh century, laws were enacted which 
required the rendering o£ accounts by traders for goods on 
shipboard. The Magistrate of Milan had to render accounts 
every few months beginning as early as the thirteenth 
century, yet it was not until near the end of this century 
that any signs appeared of attention being given to the 
art of stating accounts. Prior to this time accounts had 
been written only in narrative form. Two innovations at 
this time were the placing of all money figures at the 
right hand side of the page and the grouping and summarizing 
of all similar transactions. During these centuries, banking 
flourished in Venice and in Florence and ~rtne~hips became 
the popular form of enterprise replacing in importance the 
sole-proprietorship. 
As a result of this more highly developed mode of 
business and the increased volume of trading and financing 
we find a steady improvement in accounting techniques from 
this t~e on. Genoa is credited with producing the first 
11 
complete set of books on record using a double-entry system 
around 1340. The year before, a number of books were de-
stroyed by fire, thus making it impossible to ascertain the 
exact date of the start of double-entry bookkeeping. Less 
than a century later an Italian partnership began calculating 
its profits on an annual basis.* 
Accounting theory and practice go hand. in hand. 
The development of accounting out of bookkeeping evolved 
along with social, political, and economic progress in 
the world. The Italian money-lenders made use of personal 
accounts as early as the thirteenth century but these 
were not well organized systems of records and cannot be 
called bookkeeping by any means. However, double-entry 
bookkeeping was in use d~ring the fourteenth century as 
we have seen. This improved system grew out of the attempts 
of the money-lenders and merchants to keep records that 
would assist them in managing their affairs.** 
12 
2. Early Profit and Loss Account. The joint-venture and 
partnership forms of enterprise were instrumental in the 
growth of bookkeeping in Italy. Associations such as these 
required adequate bookkeeping to facilitate the determi-
nation of profits. The ledgers of the Commune of Genoa in 
1340 record transactions involving expense and income accounts 
*2, pp. 54-59· 
**5, p. 1. 
and the transferral of their balances to profit and loss.* 
However, the entries to profit and loss from these other 
accounts were not grouped together and no ending balance 
was transferred to capital, so the end result was more 
like a trial balance than anything else. Early in the 
following century 1 merchants' books in Venice were extended 
to contain a Profit and Loss Account.~~ It must be under-
stood that such practices were the exception rather than the 
rule for it was not until the seventeenth century in Italy 
that they became standard procedures. 
The developments of the fifteenth century found 
voice in t~first written manuscript on bookkeeping in the 
year 1494 printed by an Italian monk named Pacioli. In 
this book, Pacioli stated that all men are in business to 
make a profit and that in order to do so they must have 
adequate records. Pacioli realized the i~portance of the 
Profit and Loss Account and he dealt with it at great length. 
At that time, the common practice was to use separate books 
tor each consignment of goods because trading activities 
were in reality a succession of separate ventures and profit 
and loss was summarized at the termination of eaCh individual 
venture. On opening new books., the old ones were closed and 
the balance in the Profit and Loss Account was transferred to 
*2, pp. 83-86. 
~--*1, PP• 93-105 • 
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Capital. Pacioli 1 s work became a standard for bookkeeping 
practice during the next century but had to be supplemented 
by the work of Giovanni Tagliente who gave examples for 
handling transactions which novices could follow.* Not until 
the seventeenth century wheri a Dutchman named Simon Stevin 
published a book, Mathematical Traditions~. c did the practice 
of balancing the Profit and Loss Account at the end of the 
year rather than at the end of each venture become widely 
accepted.** 
Meanwhile, in Feudal England, records were ke pt 
accounting for obligations owed to superiors. The Charge 
and Discharge Account was commonly used by agents for the 
Lords of the Manors. These more closely resembled accounts 
for Receiverships than anything else, since they showed how 
the agents discharged their duties and were not statements of 
gain or loss. There is little or no evidence that there were 
formal ledgers from which the information for such accounts 
was drawn. It seems likely that the sources ot information 
were the documents recording the transactions. 
Italy had already developed agency accounting in 
connection with ledger accounting. T.his was more closely 
tied in with the evolution of double-entry accounting than 
the charge and discharge type of bookkeeping. Separate accounts 
were not necessary under this system. 
*1, PP• 1.27-133. 
**2 1 P• 122. 
3. Separation of Financial Statements. The Profit and L~ 
Account was already in existence and the next development 
in financial accounting in Italy was a balance account in 
the ledger. Balance Accounts were described in textbooks 
as early as 1546 with a·ssets on the left, and cap ital, lia-
bilities, and profit on the othe r side. This type of ac-
count became a widely used practice in records keeping .and 
II.5 
was used from then on through the nineteenth century. For a 
long time t he Balance Account was not separated from the 
ledger but gradually it was recognized that the difference 
from the net capital of the previous year was the fi gure of 
utmost importance and that this was easily attainable in a 
summary account of the estate of the individual. Only tangible 
assets were included and the balance added on the liability 
side was "plugged" to equalize the sums of the two columns. 
By subtracting the remainder .or capital at the beginning of 
the y ear, the increase or decrease was determined and this 
Has proved by a Profit and Loss Account summary.~- The British 
still use the Balance Sheet form which was developed in 
England as early as 1608, which includes liabilities and 
capital on the left and assets on the right side. 
The reasons for separation of the financial state-
ments from the ledger are quite apparent. In the seventeenth 
century~ the law in France required merchants to prepare 
statements every other year so that these might be re-
ferred to in case of bankruptcy. As early as the fifteenth 
century in Italy, the Medici family prepared statements 
for tax purposes. Partnerships needed to keep separate 
statements as dissolutions~ admissions, and deaths were 
frequent occurrences. 
The advent of the joint-stock company in the 
seventeenth century increased the need for special state-
ments apart from the bodks as so many people had an inter-
est in the affairs of one enterprise and wanted infor-
mation concerning the business. A reason of more recent 
origin for the separate statement is its use in obtaining 
credit. 
What is most important is that the separation 
did take place and thus the door was opened to experi-
mentation with the mannero~:presarmtion and the classi-
fication of transactions and accounts. In 1635, Dafforne 
gave an example in a textbook of .a columnar statement de-
rived from a trial balance similar to modern working papers.* 
The account form was popular in the eighteenth and nineteenth 
centuries and the columnar form was improved by adding a 
profit and loss column. Gradually the account form replaced 
*4, pp. 138-139· 
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the columnar working sheet as a ''balance sheet. 11 A book-
keeping textbook in 1866 offers a statement of losses and 
gains which is similar in arrangement to the present day 
income statement.* The account form has been retained for 
use in }reparing the balance sheet quite generally but the 
income statement has been treated differently. 
Most refinements in classification have occurred 
in this century. Thus we find that the content was Iresent 
in the nineteenth century and that in the last fifty years 
sub-groupings and more detail have been added. Accruals 
and deferred expenses were recognized for over two centuries 
before being widely accepted in statement preparation and 
valuation did not become a major issue until recently.-a 
B. Influence of the Corporate Form of Enterprise. 
1. Bookkeeping and Accounting. With the industrial ex-
pansion of the nineteenth century came the development of a 
system for controlling business affairs. This system, known 
as accounting, was the result of the effect of the changing 
commercial conditions upon the elementary method of recording 
transactions known as bookkeeping.*** 
Charles E. Sprague was the first American author 
to show a clear understanding of transaction analysis com-
I 
parable to present methods. Writing in the latter part of 
*4, p. J.48. 
**4, pp. 123-154· 
*•::-*4, p. 16 5. 
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the nineteenth century, he was able to draw certain con-
elusions. He found that all statements ot bookkeeping are 
equations and that debit and credit means simply the left 
and right sides of the equation. "To him who understands 
the equation, no other definition of debit and credit is 
necessary. To him who has never gras~d the idea of the 
equation, no definition of debit and credit can make them 
clear."* 
At about this time (the end of the nineteenth 
century) the "entity theory" as opposed to the "proprietor-
ship theory" began to take form. This theory emphasizes 
that the enterprise and the ownership of the enterprise 
are separate. The proprietorship method is an accounting 
tor one's own property, while under the entity theory there 
is an accounting to those outside the enterprise tor all 
property received by the enterprise tor its use. Property 
is the total of all liabilities and proprietary investments 
under the entity theory. Actually the entity theory has 
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its early foundation in agency accounting which has already 
been mentioned. People often invested in, or lent money to, 
ventures which necessitated a different type of accounting 
from the proprietorship type. "Profit was but an additional 
indebtedness to the sources of the property in use."** Despite 
the beginnings in the Middle Ages and the progress in the 
late nineteenth century, the entity theory was not recog-
nized as an example of double-entry bookkeeping until the 
present century. The proprietorship theory seemed to in-
fluence American writers quite a bit, while the entity 
theory influenced German writers more.* 
2. Characteristics Peculiar Only to Corporations. One of 
the greatest influences on the development of bookkeeping 
into accounting has been that of the corporate form of 
organization. The corporation has innume.rable advantages 
which have encouraged the rapid growth of business. It 
makes possible the concentration of capital from many sources 
which can be advantageously put to use without the need of 
consulting the owners of the business. Corporations have 
often grown to tremendous size and complexity and as a result, 
accounting for such enterprises is far more complicated than 
the early for.ms of bookkeeping from which it evolved. Perhaps 
more important were the new situations, peculiar only to cor-
porations, which arose from the introduction of this form ot 
business. Accounting took on new importance with the growth 
19 
of the corporation since few peopie out of all those affected 
by, or having an interest in, the transactions of a corporation 
were a tart of these transactions. Accurate yet concise in-
formation had to be developed from the detailed records and 
passed on to those who lacked this contact with the a£fairs 
of the business. Still more significant was the fact that 
the corporation was looked upon not as a venture but as a 
11going concern" and that profit and loss was not to be 
·-
measured, but instead the determination of periodic revenue 
and expense was the objective. A successful corporation 
must be able to distinguish its income from its capital and 
the measurement of this income is the most important single 
function of accounting. The chief reason for distinguishing 
between income and capital is the need to a~certain how much 
revenue is available for dividends. 
3. The East I~~~~ Com£any. The East India Company was in 
many respects a connecting link between the joint-venture 
and the corporation. During the first half of the seven-
teenth century its owners held terminable joint stocks. It 
was a highly speculative l.nvestment with the chance of making 
very large profits. This highly specu:I:ative _ nature~ coupled 
I 
with the fear of intervention from the throne, made terminable 
stocks the most attractive £or.m of ownership. The capital 
of the company was liquidated after each voyage in order to 
let those people withdraw who saw fit to do so. 
In 1613 the capital called up was subscribed 
for four years which marked a definite step 
in the direction of passing from the share-
in-the-goods idea of membership in a joint-
stock company toward the idea of capital as 
an invested sum consisting o£ transferrable 
units of s;ecific amount.* 
*4~ p. 210. 
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This was the first time a specified amount was contributed 
in which an unlimited number of people could part1e~pa,te. 
' 
There was an ever-increasing need for a permanent capital 
to establish a more secure position in the BritiSh com-
pany•s competition with the Dutch East India Company and 
to avoid the confusion of accounting for the many separate 
ventures which were still active at any one time. This 
was finally established at the start of the second half 
of the century and the way was opened for trading the shares 
of this company. Shortly thereafter, the need for dis-
tingui~~ing between profits and capital became recognized 
and dividends were paid out of income rather than as a 
division of capital. Here then we see the union, so to 
apeak, of the permanent capital idea and the realization 
that income must be separately determined. 
The eighteenth century in England saw a tremendous 
rise in security speculation which eventually led to the 
passing of laws prohibiting the forn~tion of joint-stock 
companies and the end of the century saw the coming of the 
Industrial Revolution. Meanwhile, bookkeeping was developing 
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at a muah slower pice than the economic order. The nineteenth 
cmtury, however, brought about the greatest developments yet 
in accounting history and this is largely attributable to 
the tremendous growth in number and size of business cor-
porations. English laws that were passed during this era 
required that balance sheets be sent to all shareholders after 
examination by auditors# a major step t~ward financial 
accounting as we know it today. England thus paved the 
way for the development of professional public accountants 
known as "Chartered Accountants." A professional body was 
not formed in the United States until just before the turn 
of the century when the American Association of Public 
Accountants was founded.* 
4. English Law. The influence of the corporation becomes 
obvious in the light of these events, yet it was not until 
the nineteenth century that the need for limiting dividends 
to income was put into law. There can be little signifi-
cance attached even to this law since income was not defined 
in it. There was still a great deal of leeway open for 
the declaration of dividends from capital. Since accounting 
was still in the embryonic stage of development even at this 
late date, the English courts took the position of major in-
fluence at this time. In many decisions they held that pay-
ment of dividends from income alone was necessary for the 
preservation of continuity and the rights of creditors and 
also for final determination of position upon liquidation. 
At this time, the balance sheet was used in the determination 
of profits or "income" and here we find a fundamental differ-
ence in concept from our modern idea of the ''going concern." 
22 
In isolating the position of an enterprise at a point of 
time~ the profit was deter.mined as if the company were in 
final liquidation. This is more suitable in accounting for 
a partnership where profits are transferred to capital 
periodically than to accounting for a corporation where 
capital and surplus are maintained separately. 
5· Charges versus Revenue.H The advent of .the corporation 
brought to a head the issue of what should be a proper 
charge against revenue. One of the early considerations 
was the correct handling of depreciation. As early as the 
sixteenth century~ depreciation was recognized in a pro-
prietor's accounts in an EngliSh textbook.* Until well into 
the nineteenth century~ however, the only method used in 
handling depreciation was the crediting of the property 
account involved at the end of the period being recorded 
as if there had been a sale of the asset. Depreciation was 
thus handled as a loss rather than as an expense. In the 
middle 1800's an Englian magazine article recognized the 
need for accurate depreciation accounting for railroad fixed 
assets in order that true net income could be divided among 
the shareholders. ii-.:t It was realized that some expenses were 
incurred in a period even though not paid for at that time 
'. 
and that an attempt should be made to apportion suah costs 
*4, p. 223. 
**4, p. 227· 
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over the whole period affected rather than to charge it 
to the period in which it is ultimately realized. One 
early practice was to set aside a fund to meet depreciation 
costs but such a fund usually included expenses of repairs 
and replacements besides the annual depreciation. In fact~ 
depreciation was not annually charged as a regular practice. 
The Boston and Providence Railroad depreciated its stock by 
~76,000 in 1844 and 1845, yet the following year found 
that there was no depreciation since the replacements and 
additions exceeded any deterioration of the old stock.* 
Massachusetts laws at this time required railroads 
to file annual reports giving an analysis of expenses 
including repairs and replacements to cover depreciation. 
Later in our history the Interstate Commerce Commission adopted 
similar measures but depreciation as such was not mentioned 
in the regulations. Railroads did not adopt the revaluation 
method or the setting aside of an annuity which would grow to 
replacement value at the required time. Instead, all repairs 
and replacements were charged to expense unless they were 
actually additions to original stock. 
The British seem to have been ahead of us in this 
matter of depreciation because in the late nineteenth century 
they were already discussing depreciation in accounting for 
factories as well as for railroads. The cost of machinery 
*4, P• 232. 
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and plant were found to be consumable over a period of years. 
Matheson in 1884 wrote at great length about the emphasis 
that railroads laid on renewals and then proposed that a 
rate be established for factories that could be written off 
each year. He suggested a write-off of a fixed ~rcentage 
of the beginning capital value of the period whiCh is similar 
to the declining balance method. He realized that all de-
preciation must be taken into effect in determining net 
income.* Until corporations came into existence and became 
the dominant form of enterprise there had been little need 
for the recognition of depreciation. With the growth of 
~rge corporations having limited liability and the need 
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to distinguish between capital and income~ more accurate 
determination of income became necessary. Corporations made 
use of fixed assets having long life and the need for adequate 
provision for de};I' eciation soon became evident. 
6. Limited Liability. The shareholder• s liability for the 
debts of a corporation are limited and this factor makes it 
necessary to keep capital separate from the funds used for 
dividen~s. In fact, this has become a legal obligation of 
the corporation. The idea of separate entity is an old one 
and it was only natural that it should spread to the corporate 
form of organization. As soon as this was established, it 
was apparent that the creditors of a corporation could not 
*4, PP• 237-238. 
hold the individual shareholders liable beyond their pe~sonal 
debts to the corporation. There£ore, in order to protect the 
rights of the creditors and the stockholders, it became a 
legal necessity to protect the capital of the comiBny. The 
idea of limited liability was not a .new one either. It 
had long bem used in limited partnerships. Certain partners 
would £inance an operation with the understanding that their 
liability extended only to the amount that they invested 
while the operating partner or partners were tully liable. 
This was not permitted in England, however, and English law 
looked upon a partnership as a relationship of agency 
whereby all partners were jointly and sev_erally liable. It 
was not until 1855 that corporations were allowed to obtain 
certificates of limited liability. Here we find the origin 
of the word "Limited" which is su.i'fixed to the names of 
Britiah corporations. The United States had allowed cor-
porations to come into existence with a minimum of red tape 
for a number of years. The powers were limited but the ad-
vantages of limited liability had been granted. The growth 
of the corporation was largely responsible for the develop-
ment of accounting out of the inadequate systems of book-
keeping in existence prior to this t~e. At the same time, 
accounting has been able to help the corporation develop 
through many contributions of its own.* 
*4, PP• 243-257• 
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c. Some Innovations of the 20th Centurz... At the 
beginning of the century, accounting was not broad in scope. 
It dealt mainly with the ~ecording of transactions, auditing 
of these records, and preparing reports for owners and po-
tential creditors. These are now considered to be three 
distinct phases of accounting. In general, it may be 
stated that accounting development has followed the growth 
of business in ,this century save for certain exceptions where 
it has preceded this growth. The early part of the twentieth 
century saw a rapid increase in mergers and combinations and 
this movement created many new accounting problems. At 
this time, the balance Sheet was still considered to be the 
most impor~ant financial statement. In 1904, Arthur Lowes 
Dickinson, speaking before an International Congress of 
Accountants, said, 11 If the balance sheets at the beginning 
and end of a period are theoretically and practically 
accurate, and show the true financial positions at those 
dates, the increase or the decrease of the surplus, after 
allowing for distributions of profit during the interval, 
represents the true profit or loss for the period."* 
1. The Role of Government~. In the past fifty years, the 
role of the government, as it affects accounting, has in-
creased tremendously. In 1906 the Hepburn Amendment greatly 
strengthened the powers of the Interstate Commerce Commission 
*26, p. 72· 
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by authorizing it to require a standardized annual report 
from railroads. Until this time, renewals and replace-
ments had been charged against operations when necessary 
without any consideration of annual depreciation. The new 
form of report, authorized in 1907, provided for de-
preciation on an original cost basis but left no chance to 
revise original estimates. This created a two-fold conflict 
as to whether consumption should be apportioned over the life 
of an asset or upon termination of ita useful life and 
whether the allowance for the consumption of an asset should 
be based on original or replacement cost. 
In 1913, Congress was given the power to levy 
Federal Income Taxes and during the First World War it 
imposed various war profits taxes on business. These de-
velopments were instrumental in speeding up the improvement 
of accounting methods. The Revenue Act of 1918 stated that 
the income tax would be levied on the income figure arrived 
at by the taxpayer through his regular accounting methods 
unless this did not reflect the true income in the eyes of · 
the Commissioner. It stated further that utilization of 
recognized methods of accounting would result in an acceptable 
income figure. This gave accounti ng a fre .sh, important pur-
pose as a basis for taxation. Depreciation accounting was now 
adopted by those business enterprises whiCh had previously 
disregarded it. 
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2. Shift in Emphasis. In 1919, The Supreme Court defined 
income as the realized gain from capital and/or labor. The 
application of the idea of realization then spread to the 
taxation of realized gain and to the accountant's viewpoint 
as to what income actually is. This concept contributed 
greatly to the gradual shift in emphasis from the balance 
sheet to the income statement. This difference in the 
point of view of the accountants and the law has not been 
adopted by all economists. They prefer to think of income 
as, 11what you can spend and still be as well off at the end 
as you were at the beginning of the period,"* which is another 
way of saying that income is any positive change from one 
balance sheet position to the next. 
During the nineteen-twenties, corporations found 
it increasingly necessary to resort to public financing as 
a result of heavy taxation and there was a tremendous growth 
in public ownership of securities. This necessitated develop-
ment of financial statements atitable for prospectuses and 
for annual reports. All this time, more and more emphasis 
was being laid on the ineome statement by accountants. The 
American Institute of Accountants once recommended as an ob-
jective for the New York Stock Exchange, 11 to emphasize the 
cardinal importance of the income account, such importance 
being explained by the fact that the value of a business 
*26, p. 74· 
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is dependent mainly on its earning capacity."* George May 
once said: 
Determining income for successive periods 
is the most important purpose of accounting 
reports for a corporation.** 
The corporation is assumed to be a continuous stream of 
activity rather than a series of fixed positions. Gauging 
the performance of the enterprise is mainly a matter of 
matching revenues and costs and the income statement s~ems 
to be the proper tool for this. This change in attitude 
is one of the most important accounting developments of 
recent years. 
3. Progress and Controversy. The increase in size and 
complexity of business enterprises plus the refinement of 
the accounting profession have resulted in better aooount1ng 
methods and an awareness of the shortco~ngs of other 
methods. From all this progress has come the confusion and 
controversy that so often accompanies any form of enlighten-
ment. The more we understand of business, economics and ac-
counting, the more we realize that we do not as yet have all 
the answers. 
In the eyes of many accountants, the Securities 
and Exchange Commission has tended to lay too much stress 
on the final net income figure by insisting that all charges 
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and credits be included in this figure regardless of their 
relation to the current period of recording. The Securities 
and Exchange Commission has not accepted the point of view 
of the American Institute of Accountants which states that 
extraordin~ry charges and credits, and those relating to 
other periods, should be applied to surplus. ->:· The American 
Accounting Association supports the S.E.C. in this matter. 
Percival F. Brundage is in favor of this position but fee l s 
that there should be an intermediate figure as "Inc ome fro m 
Operations for the Year." ~H!- The A.A.A. has stated its po-
sition in this manner: 
The income statement for any given period 
should reflect all revenues properly given 
accounting recognition and all costs written 
off during the period, regardless of whether 
or not they are the results of operations in 
that period: to the end that for any period 
of years in the history of the enterprise 
the assembled income statements will express 
completely all gains and losses . ~HH:· 
This is but one of many areas of conflict that 
confront accountants today. To some people this may seem 
like a hopeless tangle but to the author it is a very en-
couraging situation and the attainment of a solution which 
is acceptable to all is a challenge for not only the ac-
countant but the economist and businessman as well. 
-l:·20, pp. 259-266. 
-lH~26, P• 77. 
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D. Current Evolution. 
1. Misconceptions About Financial Statements. Stockholders 
and creditors are often under the misconception that accounting 
statements are completely accurate. This idea could not be 
further :from the truth. Such statements contain estimates 
based on uncertainties and these often have to be corrected 
in the :future. Furthermore, tn attempting to give more 
significant meaning to the income statement, accountants 
have seriously distorted balance sheet items. When in-
ventories on the balance sheet are valued on a "Lifo" basis 
which is much lower than current cost and which is bel ow 
their realizable value, the current ratio is a meaningless 
calculation. Accounting statements are subject to human 
error and, although conservatism is the accepted attitude of' 
accountants, there are many who :f'e& today that management 
is overly-conservative in its reports to shareholders. 
People in many walks of' life make decisions based 
on the information from accounting records. Often these 
people, bankers, managers, investors, union-leaders, and 
many others, are not aware of the many limitations involved. 
The American Institute or Accountants in particular has done 
much to clear up the ambiguity of' accounting terminology and 
to give it more precise meaning. There are, however, more 
serious area:s which impose limits on the finality of -the 
periodic net income figure than the area of accounting 
mechanics and these have lately received, and must in the 
near future receive, the attention of most accountants, 
economists, and businessmen plus the government. As for 
the public misconceptions regarding financial statements, 
education through the various media of communication is the 
only answer to the problem, but it must receive an all-out 
effort on the part of those who realize that there are mis-
conceptions. Professional men may £eel that .this problem is 
no longer present but the average layman still labors under 
these misconceptions. Those people who are most concerned 
with financial re ports may already realize that they have 
limitations and in a very few years the public as a whole 
will be cognizant of the situation. 
2. Taxes and Accounting Praetic~. The effects of taxation 
on accounting and business decisions have been tremendous. 
~henever tax laws will permit huge savings, there is usually 
a complete disregard for generally accepted accounting 
principles if thew are not in conformity. Many times, the 
most important factor in deciding how a transaction shall 
be treated and hew it shall be handled accounting-wise is 
the tax effect.* 
During the last war, industry was allowed to fully 
amortize the cost of emergency facilities in five years, yet 
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most of these unit~ are still in use and no charges are 
applied versus current income for their use. In some in-
stances it is possible to exclude charges versus income 
which are deductible for tax purposes but this will result 
in earnings being overstated unless it is recognized that 
higher taxes would have been paid had these deductions not 
been allowed. On the other hand, net income may be over-
stated if charges previously recognized on the books but 
not allowed as deductions are later allowed and taken with-
out being reflected on the books. Business has more often 
than not followed allowable tax procedure where the correct 
accounting method has been subject to doubt. The solution 
to these problems lies in the forn~tion of accounting pro-
cedure which is acceptable in principle to accountants, 
businessmen, and tax authorities and which permits no alter-
native that is more advantageous tax-wise. This merely 
points at the area in which a solution will be found. To 
achieve this goal, the different groups involved must co-
operate with one another. 
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3. The Monetary Unit. One of our fundamental accounting 
postulates is the assumption of a stable monetary unit. All 
fluctuation in the value of this unit is to be ignored ac-
cording to this postulate. The over-all inflationary movement 
of the past fifty years, the great depression of the nineteen-
thirties not excluded, has caused this postulate to be 
challenged on all sides in recent years. At present, the 
recorded dollars we use in measuring income represent 
different indexes of purchasing power. This is a very sig-
nificant fact if we stop to realize that the chief function 
of accounting is measurement. Under presently accepted 
methods, it is not possible in an inflationary period to ar-
rive at a satisfactory calculation of cost and revenue. This 
fact has been instrumental in leading people to believe that 
there is more distributable income than is actually the case. 
"When adjustments are made for both inventory and depreei~ 
ation charges, it is estimated that 'fictitious' profits 
amount to $34 billion for the period, 1946-1951. This is 
46% of corrected net income."* It is up to busine as and ac-
counting ~o establish better methods of measuring income if 
more equitable taxes are expected. Sound management can 
protect capital from unwise dividend distribution but taxes 
cannot be avoided. Su~ a leading theorist as George o. 
May advocates the measurement of income as nearly as possible 
on the basis of monetary units of the year. 
The American Institute of Accountants ~ rejected 
any departure from original cost depreciation ·ani bas stated 
that any forthcoming change should be made only in a period 
of a stable price level when it would be practicable for 
*31, p. 481. 
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business as a whole to make the change.* Replacement cost 
in regard to plant accounting does not seem to be a practical 
solution but a solution must be found so that plant con-
sumption may be charged at present value. The use o~ a 
standard or stable dollar in the accounts would be o~ some 
interest but of little practical value. A price index by 
which historical cost could be expressed in terms of current 
dollars seems to be the most practical suggestion yet pro-
posed. 
The Study Group on Business Income came out in 
support o~ supplementary statements using a price level 
index in 1952. The American Accounting Association has 
recommended a similar plan. In fact, most suggestions ~or 
improvement center around the use o~ supplementary state-
ments since accountants hesitate to alter the pres·ent balance 
sheet and income statement. Another possibility along this 
line is the use o~ supplementary statements based on replace-
ment cost for management and based on purchasing power ~or 
creditors and inve .stors. The beauty of supplementary state-
ments is that they merely add to historical cost accounting 
instead o~ replacing it. 
It seems evident to me that solutions to these 
problems or ways around them will be developed in the near 
future. I do not ~oresee any room ~or complacency, however, 
for new problems wt 11 develop to replace the old ones. 
CHAPTER III 
CONFLICTING VIEWS OF INCOME 
A. Economic Aspects. 
1. Definitions. Economists have many definitions £or 
income which differ according to the purpose £or which 
income is being calculated. In fact, the terminology is so 
confused, it seems that pressure ahould be brought to bear 
to require economics writers to define the concept that 
they propose to discuss in their work. According to Adam 
Smith, net income ~ ~ individual is, "what without en-
croaching upon their capital they can place in their stock 
reserves for immediate consumption. 11* Some economists 
£eel that income is the money value o£ the net accretion 
to economic power between two points in time. The main 
issue then seems to be whether income should be defined as 
that which is rece1 ved measured by what is spent or, as the 
maximum value that can be consumed in a given period while 
maintaining the original position enjoyed at the beginning 
of the period. 
The Department of Commerce prefers the Net National 
Product over the Gross National Product as a statistic if it 
is defined as "the amount ot production that could be con-
sumed, without impairing the stock o£ capital." There is no 
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satisfactory measure of fixed capital consumption on the 
national scale, however, as practically the only fi~res 
available for use are the depreciation charges taken by 
businesses for tax purposes. Since these have not been 
adjusted to present price levels, they are of limited 
value.* 
In measuring the aggregate net income of the 
n~tion, a major portion is found to be business net income. 
Furthermore, business income is found to be one of the most 
controversial portions that go to make up the national in-
come figure. These are the two main reasons why economists 
devote so muCh study to the determination of business in-
come and why the views of economists should be included in 
any discussion of accounting concepts of income. The major 
problem to dEW as the economist sees it is how to deal with 
the };ll::" ice level changes. 
2. Monez and the Monetary Postulate. The role of money. is. 
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a me. tter of great interest to e.conomists .~ '~ -. They find that 
money has affected economic and political freedom, and social 
and technological progress. Despite the favorable aspects of 
money, it is a dangerous tool that we have not been able to 
completely con~rol as yet. An example of this is the inflation 
that we are now experiencing which heightens the problem of 
income determination among other things. Man has come · to 
*38, p. 11. 
believe that money is a true measure of value. This belief 
a£fects our accounting and business ]ractices as well as 
our personal habits. Many of our accounting assumptions 
of the past are not adaptable to present conditions and 
they should be replaced. Since their usefulness has come 
to an end they should be modified or abandoned. 
The monetary postulate which states that changes 
in the value of the monetary unit may be disregarded has 
been useful mainly because of the efficiency attained by 
its application. Alternatives would require much more com-
plicated accounting procedures while producing only slight 
benefits over the monetary postulate. When changes in the 
value of the monetary unit are large, however, the added 
difficulties of alternative measures seem justified. Most 
economists feel that present investment policies depend 
at least to some extent on p:' esent and past income measure-
menta. This has two effects on society as a whole. At 
all times, some investment is being channelled in the wrong 
direction where alternatives exist, because of the monetary 
postulate which is a fiction. A second effect is constant 
over- or under-investment. In times of a stable dollar, the 
monetary postulate will have little or no distorting effect 
on investment policy. Since at the present time the total 
of business income is overstated through use of the mone-
tary postulate, investment is greater than is actually 
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warranted. The effect is felt in taxation, labor relations 
and in stockholder relations as well. Economists Who are 
interested in measuring national income over many years 
would like to have corporate income figur~s in terms of 
current dollars.* 
3.·· Adjus.~men ts for Na.tional:,_!,qcame· Determinat!.rul~ Econo-
mists have to rely on the data compiled by accountants in 
calculating their statistics on a national level. They 
must combine the records, make estimates for areas not 
covered by accounting, and adjust given fi~res to the 
economic concept of income for the nation. To further com~ 
plicate matters, some accountants make these adjustments 
themselves. The economist has found it necessary to make 
adjustment for changes in the value of the dollar since 
this is the basis of his measurements. The means of ad-
justment for this fluctuation is the use of index numbers 
of prices which express dollar values in terms of constant 
prices. 
There are many different price indexes in ex-
istence and there is much controversy as to which is the 
most suitable one to use. For any short :r;eriod of time, 
however, the difference is not usually great and therefore 
this question is a minor one. The ~ice index does not 
do away with all the problems whiCh develop from changes 1n 
*11, PP• 75-78. 
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the monetary value. For one thing~ accounting for any par-
ticular year usually combines costs charged against revenue 
that originate in several different years. This makes it 
necessary to adjust for inventory costs, depletion, and de-
preciation. 
To the economist, inventory increases of a physical 
nature are important but the accountant takes into consider-
ation the value appreciation as well as the physical change. 
This is merely a revaluation of wealth, not an addition to 
it. Therefore it is not considered to be part of business 
income to be added to national income. Accounting net 
income in the eyes of the economist is overstated during an 
inflation. The cost of goods sold charged against sales 
should be valued at current prices rather than original 
cost. Both the National Bureau of Economic ResearCh and 
the Department of Commerce adjust their figures to do away 
with the inventory revaluation • ..:l- Lito is a similar method 
which is used by some businesses but it has not been adopted 
by industries as a whole and is sometimes not even applied 
to all inventories within an enterprise so its usefulness 
to the economist is nil. Lifo does not insure the charging 
ot current prices versus revenue because occasionally there 
will be a decline in physical inventory whieh will result 
in some charges at original cost. The adjustment of the 
*19. p. 5· 
economist has the effect of always charging current cost 
versus current revenue. Even the calculations of the 
economist are not perfect though, because he has to make 
allowances for the different inventory valuation methods 
of business. 
Capital asset consumption must be adjusted also 
if it is depreciated on historical cost by business en-
terprises. Once again, the figures available are those 
compiled by accountants and the situation is even more 
complicated than is the problem of inventory valuation. 
Despite the fact that the economist can only arrive at an 
approximation, he is nearer the correct figure for national 
income by doing this and therefore feels justified in his 
efforts. Unlike the National Bureau of Economic Research, 
the Department of Commerce has not adopted this kind of 
adjustment which makes for a wide variance between their 
respective figures for national income• 
Individual industries may actually gain or lose 
due to changes in the price level. The economist is largely 
concerned with the position of the nation as a whole and, 
since individual gains and losses tend to cancel each other 
out, he is able to ignore these changes for his purposes, but 
he is often interested in determining changes in purchasing 
power of a single industry or business. In such a case, 
serious distortion might result from not recognizing the gain 
or loss involved. 
Economists cannot accept accounting conceits of 
income because the results they produce are not comparable 
with the results of other years or other enterprises. The 
main differences in the two concepts are the three exclusions 
from national income deter~nation. These are: inventory re-
valuations, fixed asset revaluations, and capital gains 
and losses. 
B. Governmental Re~latiOl}.!. 
1. Leaal Rulings. In handing down a decision on what is 
meant by income, the law must always consider the particular 
situation in which the term income is employed. Because the 
contexts differ, the definitions must also differ, though 
there is a common concept of income Which is found in all 
the different cases. If one stresses the differences 
rather than the basic philosophy, a single legal concept of 
income cannot be found. The law, however, does recognize 
a fundamental difference between income and capital. The 
Supreme Court once defined income as the gain derived from 
capital, from labor, or from both combined and including 
profit from the sale or conversion of capital assets.* This 
definition has remained essentially the same over the years 
with minor additions being included in particular cases. 
There is no direct connection between law and the 
measurement of income. The law is concerned only with how 
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people and/or governments are affected by the determi-
nation of a particular entity's income. The courts may be 
called upon to decide which costs are properly applied to 
income and which to capital in trust cases, how to determine 
the income available for dividends and the capital that must 
be protected for creditors, and what income is in various 
tax cases. The Supreme Court has recognized depreciation 
as being necessary to preserve capital intact,* and that 
income is not restricted to money alone but may include 
receipt of property as well. 
The Courts have upheld the Commissioner of In-
ternal Revenue when he has ruled that a corporation must 
reduce the cost of an asset by allowable past depreciation 
to determine the gain or loss on the disposition of this 
Asset regardless of the fact that the corporation has had 
no income in one or more of these past years. In situations 
like this, a corporation may be taxed for income on a return 
of capital which seems to be a departure from the basic 
concept o~ income recognized by the courts. In determining 
_the amount to be restricted from dividends, where capital 
must not be impaired, the courts have usually held that 
capital is the amount of money called capital stock by 
the corporation charter or directors. On more than one 
occasion, asset revaluation for price appreciation has been 
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allowed in determining how much may be paid in dividends 
without impairing capital. 
In some early decisions, the Supreme Court ruled 
that Public Utility rates should be charged on the basis 
of investment at Iresent value. More recently, however, 
it has ruled that depreciation and rates Should be based 
on original cost.* Law courts have decided that stock 
dividends are not income. This is closely in accord with 
the accounting concept of income. "Both regard realization 
as a prerequisite to the recognition or income with certain 
minor exceptions. nit-'.c-
· The law attempts to define income as the word 
was used by a given party in a case. On the other hand, 
regulatory bodies of the government define income to fit 
their own IR rticular purposes. A Supreme Court decision 
handed down in 1934 states that Congress has the power to 
condition, limit, or deny deductions from gross income in 
order to arrive at the net it chooses to tax.~~~ Let us 
now determine how this sweeping power is instrumental in 
creating differences between accounting and tax concepts of 
income. 
2. Accountil'!S Under the Internal Revenue Code. Speaking 
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of taxable income as artificial and not being objectively 
determined, M. E. Peloubet said in 1949, "It is rather 
arrived at for a s};X!!lcific purpose and is frequently so 
much in conflict with acce It ed accounting principles that 
a figure for taxable inco·me would be regarded as mislead.ing 
if published to stockholders or the public."* 
This statement is not untrue but, though these 
differences in concept are o.f.ten important ones, their 
importance can also be exaggerated. Theoretically at least, 
generally accepted accounting .principles have always been 
the basis for taxatton in this country. In practice, the 
tax laws have strayed further and further from these prin-
ciples. 
The Internal Revenue Code, passed by Congress in 
1918,. clearly showed the intent to establish tax accounting 
rules that would not be contrary to business accounting 
methods. An accountant, a lawyer, and an economist worked 
together on this law and .. ij:Jts cooperation was obviously 
responsible for the drafting of such an acceptable code. 
There has been -no. sign of a change in attitude by Congress, 
as regards the common basis, in later codes yet many dif-
ferences have arisen. 
The taxable net income is basically determined 
according to the accounting net income of. the taxpayer if 
*10, p. 4· 
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this is acceptable. This provision was qriginally ·included 
in the 1918 statute and it is still .found in the Internal 
Revenue Code. Unfortunately, to the accountant's way of 
looking at it, the concept of income which is a part of 
the tax law is constantly being changed by added provisions. 
Just as accounting has in.fluenced tax law, so has the law 
affected tax practice. Examples of this may be found in 
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the acceptance of "Lifo," five-year amortization of emergency 
-
facilities in World War II and the Korean War, and a number 
o.f relief provisions and tax incentives. 
There seem to be three main categories in Which 
differences between taxable and business income are found.* 
The first of these is a difference in timing. This is 
caused by the conservatism of accountants and the desire 
by the Internal Revenue Service to get the most taxes 
possible. The government does get the revenue earlier 
but it does not necessarily get more of it. Contingency 
reserves may not be used for tax purpoo es yet doubtful 
income is to be included according to conservative tax 
practice. Until 1954, rent that was prepaid for several 
years to come was taxable income, yet for business purposes 
it was apportioned over the applicable years. · Some income 
and expense items, if not included in taxable income at the 
correct time, may not be included later because barred by 
*10, PP• 12-27. 
the statute of limitations from being adjusted. Over the 
years, businessmen have tried, some successfully, to find 
loopholes in, or ways of getting around, the tax law 
with the result that more and more rigid rules have been 
put into effect and often these rules have been fUrther 
from accounting practice than the original law intended.* 
The difference in timing is actually a controversy over 
the proper matching of costs and revenues. 
The next major area of difference concerns di-
rect surplus charges and credits. The differences here 
between taxable and business income seem reasonable, bow-
ever, because accountants themselves do not agree on the 
method of handling these transactions. Practically all 
gains and losses are included in taxable net income but 
some accountants make direct charges and credits to su~s 
to prevent distortion of current operating profit by un-
usual items and by corrections of reported profits of prier 
years. The application of this principle rests almost en-
tirely on the judgment of the accountant because no unUbrm 
treatment that is completely satisf'actory has been devised. 
At one time, the American Institute of Accountants ap-
proved the combined income and surplus statement Which 
offers the advantage of allowing the report user to make 
*10, pp. 12-15. 
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his own calculations according to his own purposes.* Since 
then, the A.I.A. has changed its position regar~ng direct 
charges and credits to surplus.** 
.' :. The third and last category may be called 
miscellaneous differences. A few of these are: the limit 
on deductibility of charitable contributions, the limit 
on capital loss deductions, the partial credit for divide~ 
received, and the partial or complete exemption of !Pterest 
on certain series of government bonds. One of the more 
important differences is the allowable carry-back and 
carry-over of net operating losses for tax purposes which 
has no counterpart in income accounting. These differences 
come from laws that deal with special treatment of certain 
' kinds of income or :for certain industries in computing 
taxable income.*** 
In 1954 there was a major revision of the In-
ternal Revenue Code which narrowed the gap between gener-
ally accepted accounting principles and tax methods. In 
fact, it is now possible for a large number of businesses 
to use only one set of books for both purposes. The American 
Ins~itute of Accountants, with the cooperation of the 
Treasury Department, had a major role in determining the 
accounting provisions of this new law. Some of the most 
-~15~ PP• 63-66. 
**10, pp. 15-20. 
~"*10' pp. 21-27. 
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important changes in the code were as follows: Revenues 
may now be deferred until the right to retain them is 
established and advertising expenses may be allocated to 
the periods benefited by such advertising. Prepaid income 
may now be allocated for up to six years at least and esti-
mated expenses which are recognized for accounting pur-
poses are now allowed where previously the,r were not de-
ductible until definitely established. Under the new 
system, the reserve is adjusted in any year in whicn a 
difference is found between the estimated and actual ex-
penses. There were several points of variance at which no 
changes were brought about. such as the handling of inventcry 
valuation and the determination of gain or loss in some 
particular oases. The A.I.A. did not attempt to recommend. 
changes in Congressional policies such as ~rcentage de-
pletion~ rapid amortization, partly exempt income~ and 
capital gains.* 
There was hardly any change in the 1954 Code as 
far as depreciation was concerned. 'fue revaluation of the 
historical cost basis of an asset is not allowed for tax 
purposes but, for that matter, professional accountants do 
not consider such a practice as sound according to generally 
accepted principles despite the obvious need for a change 
in current procedure. One small advantage granted to the 
*18, PP• 49-5:?• 
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was the allowance of certain depreciation methods which 
write off larger amounts at the beginning of the asset 
life. Two other new provisions are the allowance of a 
fifty-two or fifty-three week year and the permission to 
use both the accrual and the cash basis together upon ap-
proval by the Commissioner. 
c. Business and Accounting Concepts. 
Before attempting to differentiate between busi-
ness, professional accounting , and theoretical accounting 
concepts of net income, a little clarification of these 
arbitrary divisions seems necessary. Business and ac-
counting concepts have been grouped together because these 
two groups work in closer cooperation than any others men-
tioned in this discussion. \fuile they. are not always in 
agreement as to the proper handling of transactions, the 
differences are minor for the most part and businessmen 
ordinarily respect and accept the accountant's views. 
The views of the American Accounting Association 
have been separated from those of the professional society, 
the American Institute of Accountants, because these two 
societies function independently and sometimes are in dis-
agreement with each other. The views of the former may be 
classified as theoretical and for this reason there are 
included in the same section the views of a number of 
leaders in the accounting field whose works would also be 
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classified as theory. In actuality, a good many of these 
men are professional accountants but any discussion of 
theirs that has been included as theory is not in complete 
agreement with the current stand of the A.r.A. Some 
people feel that no theory is good that will not work in 
practice but such a sweeping statement is hard do justify. 
The rejection of a principle, that is sound in theory, 
because i t is not as expedient as another method is not 
necessarily justified. This conflict, of course, in-
volves the major problem of where the line should be drawn 
between the attempt to have absolute accuracy without re-
gard for the amount of work involved, and the adoption of 
methods which will cut short the effort involved without 
materially altering the final figure of ·income. 
1. · some Accounting Postulates. Income does not have an 
exact meaning eV:en for the _ busines.sman • . It ~erely serves 
as a guide for him in conducting and recording the trans-
actions of his enterprise. The following discussion is 
limited for the most part to accounting for income of cor-
porations. 
Aceounting for taxable income has already been 
considered and now we are confront ed by the question of 
what business income. accounting is. So-called "administra-
tive accounting" must be mentioned at this time. The basis 
for this type of accounting and the purpose for which it is 
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used differ from the basis and purpose or financial ac-
counting. Administrative accounting is designed to aid 
management in the conduct or business affairs. On the 
other hand, financial accounting provides information con-
cerning the financial results or the business which pre-
sumably is helpful to both management and to outsiders who 
do not participate in the activities of the business. This 
discussion will be further limited to the consideration 
of financial accounting alone. 
Financial accounting makes use of several postu-
lates arrg general assumptions. These are useful in that 
they make it possible for the accountant to perform his 
task satisfactorily but they must not be thought or as 
being completely accurate. We are already familiar with 
the postulate which states that changes in the value of 
the monetary unit may properly be ignored. Probably the 
economists are the only ones to have attacked this assump-
tion directly by use of price indexes • . Management, ac-
countants, and government officials are aware of the pro-
blems involved but the postulate still stands despite· muc_h 
discussion and the occasional use of' index: figures and 
other attempts to accurately relate current prices to 
those of the past. The use of the Last-in-First-out 
method of inventory valuation is an attempt to partially 
overcome the problem presented by the fluctuation of the 
monetary unit. 
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Another basic assumption made by accountants is 
that of the permanence of the enterprise. The corpo-
ration's life is deemed to be of indefinite length un-
less there is a clear indication that this is untrue. If 
this postulate is applicable to a particular entity, then 
the financial reports of that entity for a~y given period 
of time are useful only for the time being. 
In so far as the business enterprise is a 
continuous stream of activities, with those 
of the moment conditioned by those of the 
past and in turn conditioning t hose of the 
future, the process of breaking the stream 
into fiscal segments, for each of which re-
ports are prepared, serves many. real con-
nections and . tends to give a specious .color 
of immediate reliability to data which in 
substantial measure depend. on the course of 
future events .-l*' 
A third postulate is . that all income from a . sale 
arises when realization takes place. . This .is a most con-
venient assumption and the results of its use are reasona~ 
· accurate for a concern which produces goods rapidly and 
continuously over a long period of time. For the corpo-
ration which does not have these characteristics, such as 
a construction company, the use of the realization postu-
late would not be satisfactory. .It should also be pointed 
out that the emphasis on realization is contrary. to the 
view that economists have. 
·:!·8, PP• 9-10. 
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Income determination is often thought of as a 
matching of costs and revenues.* There is a further 
clarification that might be made, however, since costs 
cannot always be ·matched versus revenues. Certain costs 
are identifiable with the product while others are more 
closely related to the period in which the product is 
created. Uniformity and consistency are sought by ac-
countants in measuring income but these principles are 
limited mainly to routine transactions because they are 
impractical in regard to exceptional items. Whenever 
uniform regulations are laid down, there .must always be 
provision for departure in unusual circumstances. 
2. Position of the American Institute of Accountants. At 
this time I think it would be worth while to indicate 
the i'ormal position of the A.r.A. on several matters per-
taining to income as indicated in the series of accounting 
research bulletins. 
Accountants differ on the question of how to 
handle transactions of a company which involve ·its own 
stock. Loss or gain on resale of treasury stock may be 
indicated in earned surplus, either directly or through 
the income sta.tement, or it may be thought of as affecting 
capital surplus. The A.r.A. committee teals that this 
should be handled as capital surplus despite the fact that 
-~·8, P• 7• 
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it is taxable income if a gain arises from such dealings.* 
It is recognized that general contingency re-
serves and reserves for contingent losses on inventories 
may be misused with the result that income is unjusti-
fiably altered. The committee states that the importance 
of the net income figure for any one year is usually 
exaggerated but feels nevertheless that it should be ac-
curately and consistently determined. Where an acceptable 
handling of inventories has been in use in prior periods 
it is not proper to set up a reserve in order to equalize 
income. If a reserve is set up, it should never affect 
income but should be appropriated from earned surplus 
and returned to this srune account when no longer needed. 
While in existence~ . this reserve should. be classified in 
the balance sh.eet as a part of' the equity of the share-
holders.-::-~ 
Several rules which had been adopted in 1934 were 
reaffirmed in this revisory bulletin. A few of these are 
included here. 
Unrealized profits should not affect income by 
charges being made against these profits which normally 
would be applied directly to income. 
Surplus should not absorb charges which would 
otherwise be made to income. 
~~2.5 ~ pp. 13-14. 
-:H~2.5, PP • 41-43 • 
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Earned surplus of a subsidiary formed prior to 
the consolidation with the parent corporation is not a 
part of the consolidated earned surplus and any dividends 
declared from this surplus are not deemed to be income to 
the parent company. 
Treasury stock dividends are not income.* 
Any unamortized discount on bonds refunded may 
be written off directly to income or earned surplus, 
amortized over the remainder of the original life of the 
issue retired, or amortized over the life of the new issue. 
The committee (with some exceptions) is of the opinion 
that a direct write-off, preferably to income, is accepta~ · 
but that, according to current opinion in accounting 
circles, the second alternative is the best method to 
use. Amortization over the life of. the new issue is con ... 
trary to generally accepted accounting principles. A 
conflict arises here because each method has been supported 
at different times by the courts and various authors of 
accounting literature.->}* 
On the subject of income and earned surplus the 
committee states that criteria should be found to aid, 
"in identifying material charges and credits which may in 
some cases and should in other cases be excluded from the 
->(-25, pp. 11-12 • 
.,H(-25, PP • 129-133 • 
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determination or net income and to reco~~end methods of 
presenting these charges and credits. 11 -l} 
Since prorits cannot be accurately related to 
a short period or time, the income statement is merely an 
interim report. Transactions are handled according to 
convention and estimates based on assumptions concerning 
the future which may prove to be incorrect. Furthermore, 
the term 11 net income" is often misused by people because 
it is not accurately defined. Knowing this, a person 
should use extreme caution if attempting to draw significmt 
conclusions from financial reports .~~-r.-
D. Theoretical Aspects. 
1. outlook of the A.A.A. In 1948 the American Accounting 
Association issued a revised statement regarding its po-
sition in connection with corporate annual reports. In 
this paper, the .e.xecutive co:mmitt.ee of the .Association 
cites the need for continuous consideration of accounting 
standards and their restatement whenever necessary. These 
standards should be unifonn and well defined in order for 
the reader to obtain any benefit from financial reports. 
The Committee concluded that normally any restatement of 
accounting standards would involve only a shirt in emphasis 
and not the introduction of a completely new principle .-:BH:-
~:.-25, P• 59 • 
-::--!~25, pp. 59-60. 
*-lh~·32, P• 339. 
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Of utmost importance in the preparation of fi-
nancial statements is the application of generally ac-
cepted accounting concepts, an adequate presentation of 
the material, and the full disclosure of all significant 
information. The American Accounting Association defines 
income as the increase in net assets during a period . as 
measured by the excess of revenue over costs. Like the 
American Institute of Accountants, the A.A.A. excludes 
the results of any dealings by a company in its own stock. 
It further states that the creation or disposition of a 
reserve should not affect the calculation of net income 
which is carried to retained earnings.~~ 
Revenue includes all assets that are received, 
gains from the sale or exchange of other assets, lia-
bilities liquidated, and any advantageous settlements of 
liabilities. There is no incom~ from a gift or from price 
appreciation until such time as the asset is sold • . Certain 
types of income accrue to a corporation such as rent and 
interest. Expenses are considered to be the costs of 
assets which must be deducted from revenue to arrive at a 
figure for net income. The American Accounting Associaticn 
would recognize all expenses in . the period in which they 
are related to revenues or in the period in which the asset 
cost expires as in the case of a factory that is ruined by 
-~·32, p. 343. 
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rlood. This is contrary to the position or the A.I.A. which 
would write off material extraordinary items to earned 
surplus in cases where the significance or net income 
1.vould be impaired by their inclusion. The A.A.A. also 
states that expenses should be estimated if their amount 
is not definitely established and it takes the stand that 
any intangible assets, whose useful life to the corpo-
ration is limited, should be written orf over a period 
which is no longer than the useful lire.* 
some or the major concerns of the A.I.A., the 
A.A.A., and accounting writers in general will be covered 
in the following chapter. 
2. questions of Theory. Many people in accounting cir-
cles feel that the existing methods of reporting income 
to the public are not satisfactory. This is a very ser~ 
matter since the corporation is the v.ery backbone or our 
economy and practically everyone is closely concerned 
with the efficient operation of this kind of enterprise. 
The only way we can deterwine the effectiveness of the 
corporation is through the financial statements presented 
to the public. The best measure to insure against abuses 
in rinancial reporting is the education of the public, 
especially on a formal plane . ~H:-
-::-32, pp. 341-342. 
-lH}29, P• 518 . 
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In chapter two, the evolution of the income 
statement was traced over a period of more than five 
hundred years. In the past quarter century the idea that 
the income statement may be used as a measure of earning 
capacity has gained considerable popularity. This con-
cept of the income statement has the support of the 
Ar~rican Institute of Accountants and also the Securities 
and Exchange Commission to a certain extent. Many ac-
countants cannot accept this position. 
They may put forth the argument that the figure 
of net income is not capable of being compared to the 
figures of prior years in an attempt to measure earning 
capacity because the transactions whi.ch determine the 
net figures are themselves not necessarily comparable. 
Even if we grant that income statements report the past 
accurately (which we know to be false), this in no way 
indicates a capacity to project the future. It must always 
be kept in mind that laymen as well as technicians read 
financial reports and may be induced to make decisions 
based on apparent earning capacity simply because of the 
widely accepted idea that these reports are good yardsticks 
of future expected earnings. In reality, there are usual~ 
many other factors in addition to these reports which must 
be considered before attempting to forecast the future. No 
matter which argument an accountant favors, it would seem 
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wise to disclose the presence of this problem in annual 
reports and to warn the reader to proceed cautiously if 
using the statements as anything more than historical 
records of the activities of a corporation.* 
In an article written in 1953, W. A. Paton 
attacked an erroneous practice which was, and apparently 
still is, prevalent in accounting. This practice is the 
recognition of revenue that has, as yet, neither been 
earned nor realized.~H:- -n.fr. Paton points out that almost 
all accountants adopt the conservative attitude toward 
overstatement of income where expenses are concerned by 
charging revenues with all expenses that may reasonably 
be applied. Nevertheless, many accountants overstate 
income by the inclusion of revenues prematurely. Such 
inclusions are rarely material but they are erroneous and 
the practice srrould be discontinued. One example of pre-
mature recognition of revenue is found where sales involve 
a contract to service the rr.erchandise for a given length 
of time. Normally the revenue from the sale is immediateq 
recognized and all the proceeds are attributed to the 
manufacture and sale of the product though in reality part 
of the proceeds should be credited to the department which 
is responsible for the future servicing. In other words, 
-l!-22, PP• 19-22. 
-~--l~-37, pp. 342-34 7. 
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part of the sale price should be considered an advance by 
the customer to cover the future repair service,provided 
of course that the sale is not on credit. The advance 
account is then a liability and as the contract is ful-
filled, revenue will be earned by the service department. 
l'-1r. Paton's position seems to be correct unless one 
questions whether the customer actually does pay for the 
guaranteed service or not. Conceivably, it could be 
argued that the sales price of a product would be the 
same even if no service were guaranteed. .N either situaticn 
is true in all circumstances but .probably, in more cases 
than not, the customer does pay for the "free" service • 
• 
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CHAI'TER IV 
SOME SPECIFIC PROBLEMS IN INCOME ACCOUNTING 
A. Inventory Valuation. 
1. Problem. The problem of inventory valuation is a com-
plex one. It is probably of greater concern to more 
people who are interested in financial accounting than 
any othe r single problem. Mechanical errors in re-
cording inventories under the perpetual or periodic i n-
ventory methods will lead to misstatement of the company's 
position on the balance sheet and misstatement of the 
results of operations on the income statement. Greater 
significance, however, must be attached to the method of 
valuing the physical amount of goods on hand. There are 
many acceptable procedures of inventory valuation, each 
one producing different results on the f i nancial state-
ments. These differences may easily be material ones, yet 
they are allowed to exist in current practice. It is 
surprising when one finds out how few people realize that 
a wide variety of valuation methods are employed today. 
A simple example of the varying results obtained 
from different valuation procedures might be set up. Such 
an example would indicate that the profit figure of a cor-
poration for any particular year depends on the price 
assigned to the cost of goods sold. If the hypothetical 
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case covers the entire existence of the enterprise, the 
results apparently even out. In other words, the revenue 
of the corporation over its life will be the same, no 
matter what inventory method is employed. 
We should now distinguish between the terms 
revenue and income. According to Paton and Littleton, 
"Revenue is the product of the enterprise, measured by 
the amount of new assets received from customers; income 
emerges when the assets which express revenue exceed the 
total of assignable costs. "-l~ The statement above, con-
concerning revenue is accurate, but in light of this de-
finition, the word profit or margin should be inserted 
in place of the word revenue. 
Actually, revenue less the cost of goods sold 
results in a figure variously called gross profit or gross 
margin. The distinction then should be made between profit ' 
and income. vJhile the profit of the finn for its entire 
life will be the same regardless of how the inventory is 
handled, the income will almost certainly differ. The 
reason for this is that the income for each separate year 
will be subject to a graduated tax and these taxes will 
not necessarily even out over the entire existence of the 
enterprise. To the individual, the fact that the income 
figure may vary from year to year is probably more impor&nt 
~:-8' p. 46. 
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anyway since the corporation will normally Jast longer 
than the individual will last. 
In practice, the problem of inventory pricing 
has generally been resolved as a matter of determining 
the lower of cost or market and this is the most widely 
accepted method today. In certain cases, even this is 
not a practical solution. 
An exception to the general rule may be 
made in respect of inventories in industri es 
(such as the packing-house industry) in 
which owing to the impossibility of de-
termining costs it is a trade custom to 
take inventories at net selling prices, 
which may exceed cost • .;: 
The "cost or market rule" is but the first step 
in the solution of our problem. We need to know what 
should be included in cost. Should cash discounts on 
purchases be handled as a reduction in cost or ·as other 
income? A strong argument may be presented for either 
treatment but the latter one is open to cri ticism since 
conservative accounting principles recognize gain only 
from sales and not from purchases . -:H~ 
Next, a definition of "market" must be supplied 
if the cost or market rule is to be applied effectively. 
Ordinarily "market" would mean current replacement cost. 
However: 
(1) Market should not exceed the net real-
izable value (i.e., estimated selling 
-::-24 , Ex • I , 1 • 
·:H~ 3 1 pp • 220-222 • 
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price in the ordinary course of business 
less reasonably predictable costs of 
completion and disposal) and 
(2) Market should not be less than net real-
izable value reduced by an allowance for 
an approximately normal profit margin.* 
Different inventory figures may be arrived at 
by one company even if it applies only one method of de-
termining cost and even if it adheres to the above defi-
nition of market. This is due to the fact that it is oftm 
impractical to price each kind of inventory separately. 
There are three possible methods of applying inventory 
valuati on. The inventory can either be priced by indivi-
dual items~ by groups~ or by the whole. If a material 
difference resulted from these applications, the first 
alternative would have to be adopted since it is necess~ri-
ly the most accurate measure. 
2. Practices. In a recent survey of six hundr.ed companies;ll-~:-
it was found that over a dozen bases were used for the 
pricing of inventories. All these methods were used to 
determine the cost of the goods on hand at the end of the 
accounting period. Most of these methods~ if applied con-
sistently~ are considered to be acceptable procedures. 
There are only three of these methods which are 
widely used. These are the lifo, fifo, and average cost 
methods. Under the lifo method, current costs are matched 
~l-21, P• 239 • 
-:H~lJ, P• 57 • 
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against current revenues unless the physical quantity of 
the inventory declines from the beginning of the period 
to the end. In this case, some costs are charged which 
relate to the last period in which there was an increase 
in the physical inventory. Fifo accounting matches costs 
in the order in which they are incurred versus revenues 
while the average cost method charges revenues with costs 
which are average for all goods acquired. This last 
method may be varied depending on when the costs of in-
ventories are recorded. 
In a period of inflation or in one of deflation, 
these methods will produce quite different results. If 
prices remain fairly stable. (which they never do for very 
long, according to economic histo~y), the variations will 
be slight. The use of fifo or average costs will result 
in charges that closely follow the ordinary physical move-
ment of goods through an enterprise. On the other hand, 
lifo costs charge revenue with the cost of goods which are 
probably still on hand physically. This means that in one 
sense lifo accounting is merely a paper manipulation. This 
is or is not a significant argument depending on which 
method you .are supporting, but it is definitely a valid one. 
w. A. Paton says that any accounting method for stabili-
zation of income is dangerous.* In any case, all these 
-:~-7. pp. 123-124. 
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methods are acceptable in the eyes of accountants and tax 
authorities as long as they are used consistently. 
3. Theory. Strong arguments are put forth in defending 
the use of lifo as a basis for the determination of in-
ventories. Lifo matches current costs versus current 
revenues and thus has a levelling effect on the rises and 
falls found in the business cycle. From this point of 
view, it gives a truer picture of business fortunes be-
cause it all but does away with the effects of monetary 
unit fluctuations. This is a desirable objective but 
advocates of this method seem to be blinded by the merit 
of this goal to all the deficiencies that accompany the 
actual use of lifo. Further arguments in its favor are 
that shareholders and labor are not fooled into thinking 
that the corporation is reaping large profits in a period 
of rising prices and income taxes will not be levied on 
paper profits under this system. 
These are very practical arguments and they can 
hardly be condemned even though many people feel such a 
position is wrong. On the balance sheet, inventories are 
understated during an inflation if the last-in-first-out 
rule is applied. In this sense, their cost parallels that 
of fixed assets but not because of any consistently applied 
principle. The figures for net income and retained earni~ 
are lower in this same situation. The use of first-in-fimt;. 
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out costs giv~ an ending inventory based on current cost 
which at the same time may be called the correct his-
torical cost. Income is reported at a figure which is 
largely a product of the current high level of prices. 
This is a very real problem but it is not properly solved 
by lifo accounting. The difficulty lies in the postulate 
that fluctuations in the value of the monetary unit may 
properly be ignored. Partial recognition of the fluctu-
ations by the use of lifo accounting is worse in the 
author's opinion than the paper profits and increased taxes 
under methods such as fifo. That is why it has been said 
that bad accounting is sometimes good business and good 
accounting is sometimes bad business practice. 
In 1947, the American Institute of Accountants 
finally approved of the use of lifo for inventory valu-
ation.-l~ It also suggested at that time that each industry 
should adopt a uniform method, which se.ems to be a valid 
suggestion. Rarely will a company encounter circumstances 
peculiar to itself within an industry. The American Ac-
counting Association has .never formally accepted the lifo 
method of costing inventories. The solution lies in the 
throwing out of the monetary postulate after an acceptable 
system of price indexes has been developed and applied to 
all accounts. 
*21, PP• 235-243• 
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B. Depreciation. 
1. Problem. Depreciation is another accounting area that 
is complicated by monetary unit fluctuations and other 
problems comparable to those confronting the accountant 
in the valuation of inventories. Once again1 the various 
alternatives can produce vastly different results and thus 
the calculated figure of net income may easily be distorted. 
The usual procedure in depreciation accounting 
is to determine the useful life of the fixed asset either 
in terms of time or productive capacity. Arter deducting 
any estimated residual value 1 such as the proceeds from 
scrap or sale, from the original cost of the asset, the 
units of useful life are divided into the cost to de-
termine the charges to be allocated to each accounting 
period. Actually, this describes straight-line d.epreci-
ation while other forms should be described as the allo-
cation of costs of fixed assets to the accounting periods 
covering their useful life according to a set formula. 
The calculation of the useful life of an asset 
is nothing but an estimate. In more instances than not, 
the calculation is undoubtedly based on careful study of 
past experience and sound managerial opinion as to the 
course of future events but the final product is still an 
estimate. It is difficult enough to judge the length of 
time a machine or a factory will be productive but to 
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further complicate the matter of physical exhaustion of 
the facilities there exists the problem of technological 
advances. An asset that still has years of productive 
life may be rendered obsolete in a very short time by a 
new invention. Satisfactory methods must be devised there-
fore to correct estimates when they are proved to be wrong. 
There is little or no problem if the allowance 
has been excessive save for the fact that said allowance 
may have affected various decisions made in the past by 
management, creditors, and others. There seems to be no 
way in which to avoid this predicament since depreciation 
accounting has to entail a forecast of the future which 
cannot be determined by an exact science. The problem of 
adjustment is more acute in cases where the allowance has 
not been great enough. George 0. May once discussed an in-
teresting solution, at least a solution for public uti~i~. 
For ordinary accounting purposes it is 
difficult to justify carrying forward of 
a balance in respect of an asset which has 
ceased to have usefulness but under the 
doctrine of quasi-contract such a pro-
cedure might be in the interest of both 
the utility and the consumer.* 
Undoubtedly this suggestion would be attacked 
from all sides if applied to industry, yet it seems that 
this parallels one accepted method for handling unamor-
tized discount on bonds refunded. In this latter case, 
-~6, P• 148. 
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the amortization of discount over the remaining life of 
the original bonds is defended on the ground that it is 
a cost of financing and should be applied to the revenue 
of all the years originally intended to benefit by it. · 
A direct write-off in the year of refunding is acceptable 
but not preferred~ mainly because it is felt that this pl~s 
an undue charge on income and/or earnings for that year. Con-
servatism in the income statement is now considered to be 
more desirable than conservatism in the balance sheet.~!-
But, doesn't the determination of bond life entail an 
estimate of the future just as the calculation of the 
useful life of a fixed asset does? Where a cost is in-
curred that will benefit future years according to reason-
able expectations, it should be charged over these years. 
In the case of bonds, when the forecast proves to be wrong, 
the bonds may be refunded to provide more advantageous 
interest rates or to supply more capital. The miscalcu-
lation as regards useful life of an asse.t is similar at 
least as far as judgment error is concerned and the sug-
gestion that depreciation be continued according to originQ 
estimate is worthy of careful consideration. This idea 
might be more justified in cases of obsolescence than in 
situations where physical life has been seriously .over-
estimated. 
-::-25, p. 129 
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In periods of inflation, depreciation based on 
historical cost has been found to be inadequate. This is 
not the fault of the method of depreciation used but rather 
the fact that historical cost does not resemble replace-
ment cost in such a situation. Replacement depreciation 
is advocated by some people but the American Institute of 
Accountants recommends the continued use of existing 
methods until a period of stable prices when any change 
could be made by business as a whole.-::- The solution once 
again seems to lie in the use of a price index which will 
eliminate the inconsistencies resulting from price fluc-
tuations. 
2. Practice. Until recently, the most commonly used system 
of depreciation was the straight-line method in which an 
equal charge is made against revenue for a given number 
of years. Although this does not necessarily reflect 
the declining productive capacity of the asset, it has 
always been regarded as a conservative solution to the 
problem and it is easy to apply. The 1954 Revenue Code 
penni ts the use of alternative methods for ass.ets acquired 
after December 31, 1953, and since that year many companies 
have revised their policies and have adopted new ways of 
allowing for depreciation. The declining-balance, the 
~!-25, P• 68. 
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sum-of-the-years-digits, and accelerated depreciation 
methods seem to be the most popular. ~~ All of t hese 
result in heavy charges during the early years of asset 
life. 
3· Theory. Just as in the case of inventory valuation, 
depreciation may be applied to individual units or it 
may be averaged and applied as a b lanket rate. The latt~ 
device requires less work than the former. Karrenbrock 
and Simons state that averaging is not recommended be-
cause it is not as accurate as the calculation of rates 
for the individual items. ->:--:<- However, George o. May says, 
"Since rates of depreciation are based on averages, the 
group method is theoretically preferable where the alter-
native exists. At the same t i me, accounting on t his basis 
is more technical and requires even greater wat chfulness 
t han is called for when the unit method is employed." ~:--:H~ 
It seems that Karrenbrock. and .Simons have a tenable po-
sition and that Mr. May is in error. Assuming that de-
preciation rates are based on averages as he says, we 
know that the results are inaccurate, and the application 
of these average rates on an average basis wi ll serve to 
heighten rat her than lessen the magnitude of error. 
Straight-line deprec i ation can be adequately 
defended only where fixed assets are be i ng regularly added, 
.; ~13' pp. 138-139. 
-:H<-3, p • 455 • 
" "" 6 p 149 -,,--,,-... ,..- ' . . 
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thus providing items in various stages o:f depreciation and 
where physical utilization is fairly constant. Reducing-
charge methods are advocated by most accountants now that 
they are permissible tax-wise since the sum of depre-
ciation and maintenance charges :from year to year will 
be comparatively constant.o~fo- In addition to this, a re-
ducing charge method lowers the effects o:f obsolescence 
by reducing the loss that is encountered. 
c. Treatment of Extraordinary Items. 
1. Problem. Extraordinary items may take many forms 
but essentially there is only one problem that they 
present. Whenever unusual events occur that are outside 
the normal course of business, the accountant is faced 
with the dilemma of how to record these happenings in 
the accounts. 
Transactions and events that are of an extra-
ordinary character may arise from disposal of various 
assets, changes in valuation of assets, disasters such as 
hurricanes and fires, and many other causes.. The alter-
natives for presentation of these items are usually the 
income statement or the retained earnings report. For 
some companies the deciding factor may be the materiality 
of the item. A hard and fast rule cannot be laid down in 
defining what is material and 1-lhat is not and therefore 
-::· 3 ' p • 44 9 • 
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the accountant must use his judgment once again. Materi-
ality is measured by the size ratio of one item to an-
other. Usually the other item in this case would be the 
earnings for the year after deduction of the extraordinary 
item. How large this ratio must be before it becomes 
material depends on the opinion of the accountant. 
2. Practices. In the survey of annual reports conducted 
yearly by the Anerican Institute of Accountants, it was 
found that more than a third of the companies disclosed 
extraordinary items. More than two-thirds of these items 
were handled through the income statement while little 
more than a fifth of them were disclosed in retained 
earnings. The final breakdown of handling in the order 
of magnitude of numbers was as follows: Items that were 
placed in the income statement along with other costs, 
shown separately at the end of the income statement, placed 
in the retained earnings statement, shovm as income in 
footnotes, and shown in letters to stockholders. About 
half of those items handled through the income statement 
had a materiality of over ten per cent while of those pla~ 
in retained earnings, about two-thirds had a materiality 
of over ten per cent. The retained earnings statements 
seam to have received items that have a slightly higher 
average materiality ratio but the use of the income state-
ment dominates by sheer weight of numbers in every 
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materiality per centage classification.* 
3. Theory. The proper handling of extraordi nary charges 
and credits is through the income statement a c cording to 
most accounting theorists. However, the majority of 
these people would qualify this by stating that material 
items should be placed directly in the statement of re-
tained earnings. 
D. Statement Presentation. 
There are many ways of presenting the same facts 
in t h e income statement and there are many theories as to 
which facts should be included. Statement presentati on 
therefore is a problem of definition of the object, 
definition of the sub }let;, and classification of items to 
be included, and determination of form. In one sense, 
the over-all problem of statement presentation emb odies 
all the conflicts heretofore covered in t his discussion 
of net income concepts. 
1. Purpose of Statement. It may be argued that there 
should be only one purpose in preparing an income state-
ment, namely, the calculation of net income. As t his paper 
has attempted to point out, there are in reality many ob-
jectives which may obscure the ultimate purpose of the 
statement. The major difference in objectives is found 
between business net income and taxable net income. At pre-
sent, t here are many areas of conflict between business and 
taxable income but t hese c an and will be remedied eventuaTiy. 
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2. Concepts of Inclusion and Exclusion. The greatest 
conflict over statement presentation revolves around the 
determination of v-1hat i terr..s should be included as af-
fecting income. Accountants are in general agreement 
concerning most items. Some events and transactions, 
however, do not lend themselves to uniform disposition. 
These are the extraordinary items such as non-recurring 
transactions and corrections of prior years' profits. A 
strong body of argument has been developed for each of the 
two main opposing points of view and it seems doubtful 
that the different factions will ever be reconciled. 
The American Accounting Association feels th~t 
all revenue, expenses, gains, and losses should be recog-
nized in the period in which they come to light. Both 
operating and non-operating items must be consistently 
measured and their effects on income shov.,rn. At the same 
time, the effect on income taxes and any material dif-
ferences between the results of business and tax accounting 
should be revealed.* Under this system, if all income 
statements are grouped together, the income for the life 
of the enterprise may be determined. This proprietary 
position is called the all-inclusive concept and it permits 
the reader to judge the relevancy of the extraordinary itffiE 
for himself. The Securities and Exchange Commission also 
-:~32, pp. 343-344· 
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tends to favor this form of statement if the items are 
included separately after the net income figure. It 
reserves the right of the Commissioner to require the 
inclusion of all items if he sees fit to do so. Apparently 
the Commission feels that any form which permits ex-
elusions is too subject to abuse and could easily result 
in misleading statements.* 
Those who defend the all-inclusive income state-
ment have ~any sound arg~~ents in their favor. Besides 
providing a complete history of the busine ss, it is more 
readily implemented and is less likely to mislead. Most 
important of all, it does not require judgments to be 
made and thus should not be variable . -><->t-
Proponents of the so-called current operating 
statement feel that the income figure must not be dis-
torted by the inclusion of material extraordinary items. 
The American Institute of Accountants agrees that the in-
come statement is not a key to the future but says that 
it is one of the factors involved in such an analysis. The 
Institute feels that the ordinary reader of a financial 
report cannot distinguish properly between normal and 
extraordinary items and that accountants have handled such 
items consistently despite _the lack of rules applicable 
-l~ 34, p • 3 7 8 • 
~Hi-3, PP • 34-35 • 
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to extraordinary situations. It is agreed that these 
items must be fully disclosed but the Institute feels that 
the material ones v-rh ich are not part of the normal oper-
ations, and whose inclusion would impair the significance 
of net income, should be written off to earned surplus 
directly to avoid the distortion of income.~!-
Apparently the use of exclusive statements in 
the 1920's led to many errors and intentional abuses which 
brought about a shift in popularity to the all-inclusive 
forrn. ~--:1- The Arra rican Institute of Accountants has altered 
its position from time to time in its Research Bulletins 
but at present it is for the exclusion of material extra-
ordinary items from the income report. In line with t h e 
position of the Securities and Exc hange Comrn.i ssion, t he 
professional society will accept disclosure of the un-
usual charges and credits in a separate sect i on after the 
net i ncome figure has been determined providing t hat con-
fusion with the final net income is not possible . -:HH!-
A number of arguments have been raised against 
t h e position of the Institute. By making it acceptable 
practice to omit unusual items, it is easier to commit 
f raud by hiding important data in the surplus account. In-
come normalization, which is an extremely objectionable 
-~· 25, PP• 61-62. 
-::-*28 , pp. 680-681. 
~HH!-2.5, PP. 64-6.5. 
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practice, replaces the accurate measurement of income. Ob-
jection is raised to the use of current-operating perfor-
mance statements in forecasting the future and it is also 
pointed out that if forecasting must be practiced, the 
extraordinary events of the past are part of the history 
of the enterprise and should be included in making pre-
dictions.* These arguments seem to outweigh the ones in 
favor of the current-operating stand but the merits of 
this position require a compromise from the supporters of 
the all-inclusive concept. 
3. Statement Form. The most common practice, until 
recently, has been to deduct the so-called cost of goods 
sold from sales followed by operating expenses and other 
income and expenses in determining net income for the 
year. Currently, many companies have ado pted other means 
for inclusion of all this data. Some companies group 
all revenue items and deduct all costs from total revenue, 
and some others distinguish between net operating income 
and net income applicable to capital stock. These various 
practices are not seriously objectionable but a standard 
form: would be more desirable. As in other areas of ac-
counting, deviations from the rule could be allowed where 
the standard is inappropriate in a particular case. 
*25, P• 61. 
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Where extraordinary items are included in the last 
section o~ the income statement, there are many variations 
in terminology. The final figure has been called in 
practice: net income, net income for the year , net income 
and special items , net income after s pecial items, and 
transferred to retained earnings. The corresponding 
figure within the body of the report has been called: net 
income ~or the year or net operating income, net income 
before special item, net income ~or the year (again) , or 
net income before special i tern (again} -~-:!- It is not vi tal 
that the terminology be made uni~orm but it would de-
~initely lead to better understanding o~ income state-
ments. 
The American Institute o~ Accountants is in fa-
vor o~ the use of comparative statements which it finds 
are helpful in analyzing trends in the life of the enter-
prise. It also approves of the use of a combined statement 
o~ income and earned surplus providing the beginning bal-
ance of earned surplus is placed directly after the net 
income figure and this latter figure is properly identi-
~ied. -l~ 
*13, PP• 161-162. 
**25, pp. 15-18. 
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CHAPTER V 
ACCOUNTING PRINCIPLES VERSUS UNIFORMITY 
A. Accounting Estimates and Judgments. 
1. Accounting Postulates. We have already seen that 
accounting makes use of many postulates. A postulate is 
an assumption without proof, a fund~mental claim that is 
taken for granted. It is used as a working basis for 
further reasoning and, in the case of financial ac-
counting at least, it is an essential foundation vd thout 
which little could be accomplished. 
Accounting assumes that a business enterprise 
is a "going concern." If the opposite were assumed, that 
the enterprise no longer is active, asset valuations would 
be meaningless. Productive assets are worth much more 
to an operating concern than to a liquidating one. The 
idea of continuity of existence assumes that the corpo-
ration will exist longer than fixed assets and permits the 
accountant to allocate depreciation to future periods along 
with other charges and credits that may not properly be 
allocated in entirety to the present. Because any one 
accounting period contains parts of transactions that have 
affected prior years and some that will affect future 
years in the continuing flow of activity, accounting for 
income is not conside.red to be an exact measurement. It 
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is tmpossible for accounting to stop this flow at a 
given point of time as a photograph may record the con-
dition of a river at any split second. The balance sheet 
is an attempt to isolate the position of a company at a 
certain date and, at one time successive balance sheets 
were used for the measurement of income. 
Accountants are assumed to follow the attitude 
of conservatism which is considered appropriate for this 
profession. By conservatism we m.ean a cautious attitude 
and not one that is opposed to change, yet in reality they 
often go hand in hand. Many accounting writers warn 
against the danger of acting just for the sake of change. 
These same men always profess to be for progress as long 
as it is orderly. About the only danger of violent, dis-
orderly change in accounting lies in the possibility that 
some Federal agency might arbitrarily require such a change. 
It is hard to believe that the American Institute of Ac-
countants would accept any new accounting method before 
thoroughly weighing its pros and cons and consulting with 
as many recognized authorities as possible. There is more 
danger to be found in complacency and a growing reluctance 
to change. Financial accounting today leaves plenty to be 
desired so the continued search for improvement is only 
natural. Fortunately, the number of professional account~nts 
and . ~c.~ountants : · in education is growing rapidly and the 
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volume of accounting literature is increasing also. New 
theories are being produced constantly and some of them 
will undoubtedly become accepted practice in the future. 
The postulate of a stable monetary unit has al-
ready been discussed. rn the light of experience, it seems 
ridiculous to continue using this ass~unption. Actual ly, 
this postulate is not peculiar to accounting. The mone-
tary unit is used by everyone to express value and it would 
never be possible to teach people to think in terms of a 
price index. Nearly everyone is aware that his dollars 
will not buy as much today as they would ten or fifteen 
years ago, but people are rarely discontented unless they 
feel that their equity interests or their interests as 
employees are being disregarded by business entities that 
are making huge "profits." The government also wants its 
share of the supposed profits. 
If the monetary postulate is allowed to remain, 
accounting and business as a whole is faced with' the prcb~ 
of how to record the activities of a concern satisfactorlly. 
The use of the lifo method for valuing inventories was 
introduced and accepted as a cost method while in reality 
it is a method designed to eliminate the problem of price 
fluctuation. Many attempts have been made to accomplish 
this in the area of accounting for fixed assets. A method 
such as depreciation on replacement cost is unsound because 
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it ignores all technolo gical improvements. It has been 
suggested that supplementary information might be in-
cluded with statements to disclose the effects of price 
fluctuations on inventories and the replacement cost of 
fix ed assets. This solu~ion does not appear to be ade-
quate. It would be better to prepare financial state-
ments on the assumpt i on of a stable monetary unit and also 
.by the use of a price index. The figures should be placed 
in adjacent columns to emphasize that they are equally 
significant and to facilitate comparison. 
The subject of price indexes is not within the 
scope of this paper but the statement that they should be 
used in the preparation of financial reports must be 
clarified. The prices of all commodities do not fluctuate 
evenly. Certain indexes in existence today are felt to be 
more typical of the economy as a who~ than others. Until 
an acceptable working index is devised, the. additional 
information supplied by existing indexes as used in finan-
cial statements will be useful only on a broad informational 
basis. When a satisfactory index is put to use by all en-
terprises (perhap s within separate industries rather than 
all industries combined), it will be obvious to ovmership 
interests and to labor that their rights are being pro-
tected. It will then be possible to present a strong case 
for the revision of tax laws to a more equitable basis. 
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2. Generally Accepted Principles. A principle is a rule 
or law that serves as a guide to action. This is the 
de£inition which the American Institute or Accountants 
feels is closest to the usage given the word by ac-
countants.* The Committee on Terminology states that ac-
counting principles arise from accounting postulates. 
These postulates are used as a working basis for generally 
accepted principles which are in turn rules for practice. 
However, the terms postulate and principle should not be 
confused. A postulate is an assumption which is accepted 
as truth even though this is not proved. On the other 
hand, a principle is a fundamental truth which may re-
quire a postulate in order to be implemented. The postu-
late is not deviated from except in the case of liro ac-
counting but an accounting principle is intended as a 
standard to be used only as long as it is practicable. 
Alternative procedures are permissible and necessary when-
ever a principle is not applicable to a given situation. 
There are many basic principles that are capable 
of being applied without exception such as the rule that 
every transaction shall involve an equal amount of debits 
and credits. A. c. Littleton would classify this as a 
convention rather than a principle but this is a question 
-::-12, pp. 10-11. 
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of semantics and has no immediate significance in this 
discussion.~~ Unfortunately, universal rul es may not be 
established for all the particular areas of accounting 
and therefore accounting is not an exact science. It is 
not always obvious whether a principle can be imple-
mented or not. HUman judgment must be relied on to de-
terrnine whether a generally accepted principle will fit 
and to decide on the procedure to be utilized in those 
cases where it will not fit. 
3. Need for Estimates. Business transactions are merely 
related parts of a whole. This pattern of activities 
is in constant motion with soilJ9 beginning, others taking 
place, and still others coming to a conclusion all ·at the 
same time•** In order to relate these transactions to a 
particular period of time and to match costs and revenues, 
it is necessary to cut those wh ich are in process. Just 
as it is necessary for the cost accountant to determine 
the average degree of completion of work in process as to 
labor and overhead, it is required that an estimate be 
made of all continuing transactions as to degree of com-
pletion. In later periods, when the outcome is known, the 
original estimate will have to be corrected if it is de-
termined to be materially incorrect. 
-l:-5' p . 187. 
-:-;-5, P • 70. 
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This situation is unavoidable because of the 
very nature of business activity. The use of estimates 
might appear to be worse practice than the recording of 
transactions only upon completion. The closest deter-
mination of current income, however, depends on the assign-
ment of costs and revenues to the period in which they are 
incurred or earned. In order for financial reports to 
have significance, people must be made to understand that 
the need for judgment is inescapable and that these 
judgments cannot be infallible. 
B. Lack of Uniformity. 
1. Reasons. The lack of uniformity in accounting for 
ineome is partly due to the fact that business is complex 
and does not lend itself to uniform treatment. The accur~ 
determination of profit for a completed venture is within 
the realm of possibility and can be arrived at through 
uniformly applied methods of accounting. It has already 
been pointed out that uniform methods cannot be used in 
recording the transactions of a going concern other than 
the so-called routine ones. 
There are other reasons for lack of uniformity. 
There can be no uniformity as long as fundamental concepts 
of income vary. Much of this disagreement, of course, 
centers around the methods of handling particular items. 
If these conflicts were resolved and a uniform concept was 
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agreed upon, a greater degree of uniformity would be 
achieved. There are conflicts over h01...r and when income 
arises, over the purpose of income determi nation, over 
expediency in recordi ng events, over materiality of items, 
over costs to be assigned to current revenue, and over 
many other questions. 
2. Pros and Cons of Uniformity. Most accountants feel 
that uniformity would be possible only under the super-
vision of government regulation. They claim that this 
would bring an end to all pr ogress in the field of ac-
countancy . -l!- An absolutely rigid set of rules of pro-
cedure probably would stop progress but this is not a valid 
argument against uniformity. Progress is desirable but 
conflict is not necessarily progress. As long as conflict 
is constructive it is progressive, but eventually out of 
the c onflict must come agreement which in this case would 
be uniformity. This, also, is progress. 
The desirability of uniformity appli ed to par-
ticular items such as the valuati on of inventory is open 
to question. However, one argument put forward, as to why 
unirormity should not be adopted to inventory handling, 
should be refuted. It is reasoned that uniformity would 
relieve management of the responsibility for inventory 
pricing methods which would be an unf avorable circUIT:Stance . -::-l!-
-:!-6, p . 2.51. 
-:H!-6 1 p • 1 8 3 • 
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Accountability is necessary only to protect agai nst wrong-
doing and it would still apply to manageme nt if the unifonn 
method were handled incorrectly. 
When all extraordinary items are included in in-
come, the party studying the report may satisfactorily 
decide which events are significant for his or her pur-
poses. Under most circ~wstances, however, adjustments by 
outsiders would not be feasible since they lack the 
necessary technical familiarity with the subj ect matter. 
This argument . favors the use of managerial and accounting 
judgment, but outsiders are just as vulnerable to the dan-
gers inherent in these judgments as they are incapable of 
making judgments for t hemselves. Under uniformity, they 
are assured at least of the use of standard p rocedures. 
c. Accounting Theory Versus Practice. 
1. Exist ence of Difference. Accounting theory is not just 
a product of academi c circles. P rofessional accountants 
have a major role in the development of theory also. In 
fact, practicing accountants are often t he ones who origi-
nate new theory• They are qonstantly in contact with 
situations which emphasize the inadequacies of acceptable 
accounting methods. Many of these men are not satisfied 
with such conditions and will devote a lot of time to 
seeking improved systems. 
The various committees and study groups that have 
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been formed by the American Institute of Accountants have 
attempted to clarify the thoughts and actions of pro-
fessional accountants. They have defined terminology, 
recognized acceptable principles to be appli ed to vari ous 
items, and suggested means of uni fying the various con-
cepts of business income. Yet in practically all of the 
publ i cations produced by these committees, t here have 
been dissents. The Accounting Research Bulletins do not 
pretend to dictate rules for accountants to follow but 
they do represent the op inion of the majority of the mem-
ber s of the committees. They are intended as suggest i ons 
only but the weight of authority is behind them and they 
actually constitute currently accept able practice. 
If these bulletins define current practice, what 
do the dissents represent? They should be classified as 
theory if they are not part of accept able p ractice. This 
is by no means intended to be a condemnation of a dissent 
to a majority opinion. It merely points out what many 
accounting writers fail to see: that accounting theory is 
not limited to the university professors and others wbo 
have no contact with the realities of the business world. 
Even the distinguished Mr. George 0. May formulated many 
new ideas, yet a t times he spoke of theorists as being 
some body of i mpractical thinkers apart from himself a nd 
other public account ants.* 
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2. Function of Theory. Despite the fact that theory and 
practice conflict with each other, they are inseparable. 
There is a danger in overemphasizing any difference be-
tween the two. In many areas, theory and practice are in 
agreement. The fact that practice is simply the theory 
of the majority is ignored in this discussion and it is 
assumed that these are separate categories except when 
there is complete harmony between thought and action. 
It is often said that a recommended procedure is 
good in theory but not in practice. This might mean that 
it could not be easily implemented or that it would not 
reflect the "true" picture. One's idea of what the "true" 
picture is, is a matter of opinion and depends to a large 
extent on what is considered to be the main objective 
or the area requiring emphasis. Naturally, some of the 
differences are attributable to the fact that an occasional 
academic theorist does not have a clear concept of the 
complexity of business activity. Another reason for 
differences is that many people do not believe t hat the 
end justifies the means. For instance, they do not agree 
that a method is justified simply because it saves time and 
therefore lowers accounting costs. 
Theory will defend some existing practices and 
attack others. It is constantly aimed at improving what 
is actually being done and therefore its goal is not 
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actually in conflict with that of practice. A.C. Littleton 
regards theory as a body of explanations and reasons. These 
explanations may be in the form of justification of an 
accepted system, persuasion that there is a preferable one, 
or supposition that there might be a better method. -::-
D. Proposed Improvements. 
1. Estimates and Judgments. It is difficult to see how 
estimates can be improved very much. There certainly is 
no over-all cure for the situation which makes these 
estimates necessary. Perhaps particular methods may be 
improved such as in the case of determining the useful 
life of fixed assets, but present practice is about as 
accurate as is humanly possible. 
The monetary postulate in accounting does leave 
room for improvement. This assumption is ridiculous in 
the light of present conditions and, in fact, it is ri-
diculous regardless of what the economic situation is. The 
fact must not be overlooked, however, that this postulate 
has been a very valuable aid to accounting. If fluctu-
ations in the value of the dollar were not overlooked, 
constant revisions of the accounts would be necessary. 
All transactions are conducted in terms of the monetary 
unit mainly because of the simplicity with which it can be 
*5, PP• 132-133· 
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applied. Reports prepared on some other basis alone would 
have little meaning to the persons reading them. Further-
more, all price appreciation is not due to changes in the 
value of the monetary unit. The only adequate solution 
therefore seems to lie in the use of comparative figures 
on the financial statements. One set of figures should be 
based on the monetary postulate and the other on a price 
index that reflects the purchasing power of the dollar. 
Changes that are not due to the fluctuation in value of 
the monetary unit may then be determined by comparison 
with statements of prior years. 
2. Uniformity. There is, and will always be, a very 
strong argument against the adoption of uniform rules of 
procedure in accounting. This argument is based on the 
fact that business itself is not uniform. Practically 
every industry has peculiarities of its own and even in-
di.vidual business entities may encounter situations which 
others do not. Economic factors and other outside in-
fluences may present conditions which are not subject to 
proper treatment under generally accepted practices. It 
must be recognized therefore that the lack of uniformity is 
not the fault of accounting treatment but the unavoidable 
result of the very nature of business activity. 
Uniformity is achievable, how·ever, in one sense 
of the word. The American Institute of Accountants Com-
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mittee on Accounting Procedure has expressed this meaning 
quite well. Under this definition, uniformity is present 
where different authorities working independently arrive 
at the same figure.-:~ It seems that such a goal could be 
achieved through the development of basic p rinciples and 
alternatives. Each peculiar circumstance would have to 
be covered by an alternative procedure. As new situa-
tions arose, judgments would have to be made as to what 
kinds of procedure would be applicable. A study of these 
cases would then be made to determine a uniform treatment 
for them. Any two or more similar conditions are capable 
of being handled in the same manner and it is not asking 
too much that independent authorities arrive at the same 
result. There is usually some opposition to a generally 
accepted principle but if this opposition bears merit, it 
may well become the accepted procedure in the future. A 
rule for a uniform system does not preclude the possi-
bility of a change in the system. 
3. Theory and Practice. There is no need to impr ove 
theory as such since theory itself is a continuous effort 
to effect be t ter ways of recording items in the accounts. 
There should be an attempt to bring about closer working 
harmony between t heorists and practitioners. Most people 
assume that theory is an unrealistic body of thinking. 
-::-25, pp • 7-8 • 
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Some theories are undoubtedly not practical and these 
are responsible for the misconception that all theory 
is v.rorthless. 
Leading men in the field of accounting thought 
become set in their ways after the passing of a few years. 
This is a natural development and it is found in all walks 
of life. Since these men are leaders, and s:i.nce they are 
opposed to change, there is a great deal of reluctance 
on the part of other accountants to accept new methods. 
It is often argued that change is not desirable for its 
own sake. This is true, but such an argument tends to 
make people overly opposed to change. 
Usually in an area as controversial as is ac-
counting , it is possible to develop seemingly sound po-
sitions on more than one side of an argument. An ac-
countant, whose authority is recognized, should not attempt 
to use his influence to sway the opinions of others. In-
stead, he should develop a defense of his position, which 
everyone will realize is based on years of experience, 
without summarily rejecting the opposing theory. If such 
an attitude can be adopted, there will be less complacency 
and a better c hance for progress to be made. 
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CHAPTER VI 
Sl.J!.1MARY AND CONCLUSIONS 
Accounting for income has been in the process 
of development for over five hundred years. This evo-
lution has been greatly accelerated during the last cen-
tury by the introduction of the corporate for.m of enter-
prise. The nature of a corporation makes it particularly 
adaptable to business activity and has made it a very 
popular way of conducting business. The rapid increase 
in number and size of corporate enterprises and the charac-
teristics peculiar to this form of entity have necessi-
tated the improvement in financial accounting and stimu-
lated a tremendous interest in this profession. 
Attempts to accumulate business records for the 
nation as a whole and to develop significant conclusions 
from these records have resulted in conflicting concepts. 
Economicsts have found the task of national income measure-
ment to be a difficult one since the records of corpo-
rations are not usually comparable with those of other 
enterprises and often are not comparable with those of 
prior years for the same enterprise. 
The influence on business and accounting by the 
government has been a matter of great importance in the 
past half-century. In some industries, the government has 
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regulated activities and prescribed accounting procedures. 
The Securities and Exchange Commission has made its in-
fluence felt in the development of pro·spectuses and finan-
cial reports. Income taxation probably has affected 
business accounting more than any other single factor. 
The concepts of taxable net income and business net income 
are not in harmony with each other. Even though these 
figures may be determined separately, it is sometimes 
advantageous to adopt the method of the Bureau of Internal 
Revenue and in other cases the tax effect will be felt 
on the income statement even if the accounting method is 
i'ollo1r.red. The 1954 Code, written with the cooperation of 
the government and the American Institute of Accountants, 
has resulted in closer agreement between these two con-
cepts oi' income. This is one area where complete agree-
ment can be achieved and it is hoped that this end will 
be reached in the near :future. 
To :further complicate income accounting, dis-
agreement is i'ound to exist between businessmen, ·_ public 
accountants, and theorists. Practicing accountants are 
not in agreement among themselves and those in the minority 
on any particular argument may be classii'ied as theorists 
along with the academic writers. The many ideas propo sed 
by these groups stimulate rei'inements in technique so the 
existence of differences in their thinking is not to be de-
plored. 
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Inventory valuation, depreciation of fixed 
assets, and the treatment of extraordinary items in 
financial statements are three of the areas of greatest 
conflict in accounting today. The reporting of any of 
these items in the records of an enterprise requires the 
use of judgment and estimate on the part of the accoun-
tant. None of them is readily adaptable to the for-
mation of rules for action. Existing practices for in-
ventory valuation and for depreciation have been rendered 
inadequate by the inflationary trend of prices during the 
last fifteen years. A revision of some of the funda-
mental postulates and principles is needed if these 
problems are to be solved. 
Income accounting also involves controversy 
over the form of the statement or statements which pre-
sent the information to the reader. This may depend on 
the purpose for which the report is prepared. Manage-
ment, ownership, and government are the three groups most 
interested in learning about the results of business 
activity but the information that they re quire differs. 
Some accountants favor inclusion of all charges and cre-
dits affecting revenue in the income statement, while 
others would exclude all material extraordinary items. A 
wide variety of terminology is used to describe the items 
included in the reports which adds to the confusion and 
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lack of comparability between statements of different cor-
porations. 
In conclusion, it should be pointed out that the 
significance of the figure of net income should be de-
emphasized. Accountants do not claim that this figure 
is any more than a carefully compiled estimate of current 
earnings. There is still a lot of room for improvement 
in accounting for net income. Taking this into consi-
deration, the user of a financial report will be less 
likely to act unwisely. It should also be understood by 
the reader of financial statements that a report of past 
operations is only as useful in predicting the future of 
the enterprise as the reader is capable of assimilating 
all pertinent information and making the forecast. 
102 
I. Books 
1. 
2. 
BIBLIOGRAPHY 
Brown, Richard: History of Accounting and Ac-
countants. Edinburgh, 'I' .C. i~c E .c. Jack, 1905. 
Green, ~Tilmer L.: History and Survey of Ac-
c.ountancy. Brooklyn, Standard Text Press, 
1930. 
J. Karrenbrock, Wilbert E., and Simons, Harry: 
4· 
6. 
8. 
10. 
11. 
Intermediate Accountin~, Comprehensive Volume. 
Ohio, Southwestern Pub ishing Company, 2nd ed., 
1953. 
Littleton, Ananias Charle.s: Accounting Evo-
lution to 1900. New York, American Institute 
Publishing Company, Inc., 1933. 
Littleton, Ananias Charles: Structure of Ac-
countin~ Theor~. Urbana, American Accounting 
Associa ion, 1 53. 
May, George Oliver: Financial Accounting, A 
Distillation of Experience. New York, The 
Macmillan Company, 1943. 
May, George 0., and other.s: Dickinson Lectures 
In Accounting. Cambridge, Harvard University 
Press, 1943. 
Paton, William Andrew, and Littleton, A.C.: . An 
Introduction to Cor orate Accountin Standaras. 
Iowa, At ens Press, • 
Smith, Adam: The Wealth of Nations. Edwin 
Cannon, ed. London, Methuen & Co. Ltd., Vol. i, 
3rd ed., 1922. 
Smith, Dan Throop, and Butters, J.Keith:. Taxable 
and Business Income. New York, National Bureau 
of Economic Research, Inc .• , 1949. 
Study Group on Business Income: Changing Concepts 
of Business Income. New York, The Macmillan Co., 
1952. 
II. Publications of Associations 
12. 
13. 
Accounting Terminology Bulletins, Review and 
Resume, Number 1. American Institute of Ac-
countants, New York, 1953. 
Accounting Trends and Technigues in Published 
Corporate Annual Reports. New York, American 
Institute of Accountants, 9th ed., 1955. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 
25. 
Business Income and Price Levelsf An Accounting 
Study. New York, American lnsti ute of Ac-
countants, 1949. 
Combined Statement of Income and Earned surplus. 
Accounting Research Bulletin #8, New York, 
American Institute of Accountants, 1941. 
Depreciation and High Costs. Accounting Re-
search Bulletin #33, New York, American In-
stitute of Accountants, 1947• 
Doyle vs Mitchell Bros. Co. United States Re-
ports, Reporter, Oct. Term, 1917. New York, The 
Banks Law Publishing Company, 1921. 247 u.s. 
179 (1918). 
Federal Tax Forum, Inc.: How To .Work With The 
Internal Revenue Code of' 1 • New Yor , T e 
Journal of Taxation, nc., 54. 
Gilbert, Milton: National Income: Concepts and 
Measurements. Conference Board Reports, Studies 
in Business policy, Number _5. New York , National 
Industrial Conference Board, Inc., 1945. 
Income and Earned Surplus. Accounting Research 
Bulletin #32, New York, American Institute of' 
Accountants, 1947• 
Inventory Pricing. Accounting Research Bulletin 
#29, New York, American Institute of Accountants, 
1947· 
New Develo ments in New York, American 
Instl u e o Accoun an s, 
Report of Committee on Terminolo • Accounting 
Researc Bu e ln , ~ew or, American In-
stitute of Accountants, 1944. 
Report of the Special Committee on Cooperation 
With Stock Exchanges. New York, American 
Institute of Accountants, 1932. 
Restatement and Revision of Accountin Re.search 
Bulletins. Accoun ng Research ulletin 3, 
New York, American Institute of Accountants, 1953. 
III. Periodicals 
. Harvard Business Review • 
26. Brundage, Percival F.: Hi1estones on the .t'ath of' 
Accounting, vol. 29, no. 4, 1951. 
27. Brundage, Percival F.: Roadblocks in the .t'a.th of 
Accounting , vol. 29, no. 5, 1951. 
28. Bailey, George D.: Concepts of Income, vol. 26, 
1948. 
29. Bailey, George D.: Problems in Reporting In-
come, vol. 26, 1948. 
30. 
31. 
32. 
33· 
34· 
35. 
36. 
37. 
QUarterly Journal of Economics. 
May, George o.: Concepts of Business Income 
and Their Implementation, vol. 68, Feb. 1954. 
The Accounting Review. 
Snyder, Jerome: Future of Financial Reporting, 
vol. 29, no. 3, July 1954. 
The Executive Committee: Accounting Concepts 
and Standards Underlying Corporate Financial 
statements, vol. 23, no. 4, Oct. 1948. 
The Executive Corrmittee: A Tentative Statement 
of Accounting Principles Affecting Corporate 
Annual Reports, vol. 11, June 1936. 
The Journal of Accountancy. 
Broad, Samuel J.: Recent Efforts to Increase 
Significance of the Figure of Net Income, vol. 
89, no. 5, May 1950. 
Editorial: Definite Proposals For Reform, 
vol. 55, no. 3, March 1933. 
May, George 0.: Stock Dividends and Concepts 
of Income, vol. 96, no. 10, oct. 1953. 
Paton, William A.: Premature Revenue Recog-
nition, vol. 96, no. 10, Oct. 1953. 
IV. Publications of Government Agencies and. Depar-tments 
38. 
39. 
40. 
41. 
Department of Commerce: Revision of Estimate of 
National Income. The National Income Supplement, 
July 1947· 
United States Reports, Cases Adjudged in The 
Supreme Court, Ernest Knaebel, Reporter. 
Bol-lers vs Kerbaugh Empire Co., 271 U.s. 170 (1926) .Oct. Term, f925. Washington,Gov 1 t. 
Printing Office, 1927. Vol. 271. 
Federal Power Commission vs Hope Natural Gas Co., 
320 u.s. 591 (1944). Oct. Term, 1943. 1'lashington, 
u.s. Gov 1 t.Printing Uffice, 1944· Vol. 320. 
Helverin~ vs Bliss, 293 U.S. 144 (1934). Oct. 
Term, 19 4• Washington, U.s. Gov 1 t. Printing 
Office, 1935. Vol. 293. 
